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EXAMINING PENSION SECURITY AND
DEFINED BENEFIT PLANS: THE BUSH
ADMINISTRATION’S PROPOSAL TO
REPLACE THE 30-YEAR TREASURY RATE

Tuesday, July 15, 2003

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON EDUCATION AND THE WORKFORCE
SUBCOMMITTEE ON EMPLOYER-EMPLOYEE RELATIONS

and

COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,
Washington, DC.
The Subcommittees met, pursuant to notice, at 2:00 p.m., in
room 2175, Rayburn House Office Building, Hon. Sam Johnson and
Hon. Jim McCrery (Chairmen of the Subcommittees) presiding.
[The advisory announcing the hearing follows:]

o))



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SELECT REVENUE MEASURES

FOR IMMEDIATE RELEASE CONTACT: (202) 226-5911
July 08, 2003
SRM-3

McCrery Announces Joint Hearing on Examining
Pension Security and Defined Benefit Plans:
The Bush Administration’s Proposal to
Replace the 30-Year Treasury Rate

Congressman Jim McCrery (R-LA), Chairman, Subcommittee on Select Revenue
Measures of the Committee on Ways and Means, today announced that the Sub-
committee will hold a joint hearing with the Subcommittee on Employer-Employee
Relations of the Committee on Education and the Workforce on the Administration’s
proposal to replace the 30-year Treasury rate. The hearing will take place on
Tuesday, July 15, 2003, in 2175 Rayburn House Office Building, beginning
at 2:00 p.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be heard from invited witnesses only. However, any individual or orga-
nization not scheduled for an oral appearance may submit a written statement for
consideration by the Committee and for inclusion in the printed record of the hear-
ing.

BACKGROUND:

Under present law, pension plans are required to use the 30-year Treasury bond
rate for a variety of defined benefit pension calculations. For example, the 30-year
Treasury rate is used to calculate funding requirements, certain premium payments
to the Pension Benefit Guaranty Corporation (PBGC), and lump sum distributions.

As a result of the U.S. Department of the Treasury’s debt buyback program and
the subsequent discontinuation of the 30-year Treasury bond, the interest rate on
outstanding 30-year bonds has fallen significantly. Businesses have expressed con-
cerns that this very low rate results in an overstatement of their actual liabilities,
thus forcing them to make artificially inflated payments to their pension plans and
to the PBGC.

In 2002, the Congress enacted temporary relief in the Job Creation and Worker
Assistance Act (P.L. 107-147). The new law temporarily raises the permissible inter-
est rate which may be used to calculate a plan’s current liability and variable rate
PBGC premiums. The provision applies to plan years 2002 and 2003.

On April 30, the Subcommittee held a hearing to explore options for a permanent
and comprehensive replacement. At the hearing, the U.S. Department of the Treas-
ury recommended extending the temporary relief provided under P.L. 107-147 by
an additional two years to give the Administration additional time to formulate a
permanent and comprehensive solution.

On July 7, the Administration formally announced a permanent solution. The so-
lution would replace the 30-year Treasury rate used for pension calculations and
would implement other funding reforms.
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In announcing the hearing, Chairman McCrery stated, “At the April hearing be-
fore the Subcommittee on Select Revenue Measures, there was bi-partisan agree-
ment that the current method of calculating future pension plan liabilities is
unsustainable. At the time, both Members of Congress and witnesses expressed
frustration that the Treasury Department was proposing only a temporary extension
of the existing formula. I am pleased they have joined us in recognizing this prob-
lem requires a permanent, comprehensive solution. This hearing will provide the
Congress with an opportunity to analyze the Administration’s recently unveiled
plan. Given the exigencies of this issue, I am hopeful the hearing will pave the way
for swift legislative action.”

FOCUS OF THE HEARING:

The focus of the hearing is to examine the Administration’s proposal to replace
the 30-year Treasury rate with a yield curve discount rate and to implement other
pension funding reforms.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Due to the change in House mail policy, any person or organization
wishing to submit a written statement for the printed record of the hearing should
send it electronically to hearingclerks.waysandmeans@mail.house.gov, along with a
fax copy to (202) 225-2610, by the close of business, Tuesday, July 29, 2003. Those
filing written statements that wish to have their statements distributed to the press
and interested public at the hearing should deliver their 200 copies to the Sub-
committee on Select Revenue Measures in room 1135 Longworth House Office
Building, in an open and searchable package 48 hours before the hearing. The U.S.
Capitol Police will refuse sealed-packaged deliveries to all House Office Buildings.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. Due to the change in House mail policy, all statements and any accompanying exhibits for
printing must be submitted electronically to hearingclerks.waysandmeans@mail.house.gov, along
with a fax copy to (202) 225-2610, in WordPerfect or ord format an exceed
a total of 10 pages including attachments. Witnesses are advised that the Committee will rely
on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. Any statements must include a list of all clients, persons, or organizations on whose behalf
the witness appears. A supplemental sheet must accompany each statement listing the name,
company, address, telephone and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.
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Chairman JOHNSON. Good afternoon. A quorum being present,
a joint hearing, and I emphasize joint, of the Subcommittee on Em-
ployer-Employee Relations of the Committee on Education and the
Workforce, and the Subcommittee on Select Revenue Measures of
the Committee on Ways and Means will come to order. I would like
to thank my colleague from Louisiana, the Chairman of the Sub-
committee on Select Revenue Measures, Chairman McCrery, agree-
ing to hold this joint hearing on examining pension security and
defined benefit plans. That is also the Bush plan to replace the 30-
year Treasury rate.

So we can get to our witnesses, we have agreed to limit opening
statements to the Chairmen and Ranking Members of each Sub-
committee. With that, I ask unanimous consent that the record re-
main open for 14 days to allow Members to insert extraneous mate-
rial into the official hearing record. Without objection, so ordered.
We are going to continue here without Mr. McNulty, who is on his
way and will arrive shortly. I wish you a good afternoon, and wel-
come to a historic hearing on a very important issue before these
two Subcommittees, the Subcommittee on Employer-Employee Re-
lations of the Committee on Education and the Workforce and the
Subcommittee on Select Revenue Measures of the Committee on
Ways and Means.

I would like to, at this point, welcome my Co-Chairman, Jim
McCrery, who is sitting to my left, and our Ranking Member, Rob
Andrews. Later hopefully, Mike McNulty. As a Member of both full
Committees, I particularly appreciate the efforts of Chairman
Boehner and Chairman Thomas to work together on issues of joint
jurisdiction, and especially on this critical issue of pension security
for American workers. Today, we are eager to hear the Members
of the administration explain their recent proposal regarding de-
fined benefit pension rules, and this hearing is the second in a se-
ries of hearings that this Subcommittee has held on the issue of de-
fined benefit plans.

As we learned in our previous hearing, the number of defined
benefit plans has been declining for years, in part, due to overregu-
lation, and we are currently at the center of a perfect storm, if you
will, with plans struggling under down market, low interest rates
and an aging workforce. The Employee Retirement Income Security
Act (ERISA) (P.L. 93—406) and the Internal Revenue Code required
companies to evaluate the costs of projected benefit payments and
then set aside cash to fund those payments. The interest rate used
to determine how much interest their cash might earn is the sub-
ject of this hearing because that rate was the 30-year Treasury
bond. Almost 2 years ago, the U.S. Department of the Treasury
stopped issuing the 30-year Treasury bond, and the temporary fix
we legislated will expire in less than 6 months.

I believe everyone on the dais today understands the urgency for
workers, companies, and taxpayers of finding a suitable long-term
replacement for the 30-year Treasury bill rate for pension funding
purposes. It is in everyone’s best interest if pension promises are
funded at accurate levels. Overfunded plans leave companies mak-
ing unnecessary contributions that take away funds from capital
improvements or hiring new employees. Underfunded plans leave
workers and retirees at the risk of losing benefits that could leave
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taxpayers at risk through the Pension Benefit Guaranty Corp.
(PBGC). Last week, the Administration proposed changes that
would move the measurement of liabilities away from the 30-year
Treasury bill to a corporate bond blend rate.

The proposal also increases pension funding disclosures to em-
ployees and limits the ability of financially troubled companies to
increase benefits. In our first panel, we will hear the Administra-
tion’s efforts to bring a proposal to the table and look forward to
hearing definitive details of the proposal. We want to work toward
a permanent solution.

Our second panel today will consist of witnesses with expertise
in the pension industry who will give us their responses to the Ad-
ministration’s proposal and their perspective on the health of de-
fined benefit plans. The panel consists of representatives of the
business community, actuaries, and academics. I am hopeful that
all witnesses today will be able to enlighten both Subcommittees on
the important task of preserving our defined benefit system and
continuing to encourage employers to provide retirement security
for American workers.

I think that at this point, I would like to recognize my Co-Chair-
man of this hearing, and the Chairman of the Subcommittee on Se-
lect Revenue Measures, Chairman McCrery, for purposes of making
an opening statement. Chairman McCrery, you are recognized.

[The opening statement of Chairman Johnson follows:]

Opening Statement of The Honorable Sam Johnson, Chairman, Sub-
committee on Employer-Employee Relations of the Committee on Edu-
cation and the Workforce, and a Representative in Congress from the
State of Texas

Good afternoon and welcome to an historic hearing on a very important issue be-
fore these two Subcommittees—the Employer-Employee Relations Subcommittee of
Education and the Workforce and the Select Revenues Subcommittee of Ways and
Means.

I also want to welcome my Co-Chairman Jim McCrery and our ranking members
Rob Andrews and Mike McNulty.

As a member of both full Committees, I particularly appreciate the efforts of
Chairman Boehner and Chairman Thomas to work together on issues of joint juris-
diction and especially on the critical issue of pension security for American workers.

Today we are eager to hear members of the Administration explain their recent
proposal regarding defined benefit pension funding rules.

This hearing is the second in a series of hearings that my Subcommittee has held
on the issue of defined benefit plans.

As we learned in our previous hearing, the number of defined benefit plans has
been declining for years, in part due to over-regulation.

We are currently at the center of a “Perfect Storm,” with plans struggling under
a down market, low interest rates, and an aging workforce.

ERISA and the Internal Revenue Code require companies to evaluate the cost of
projected benefit payments and then set aside cash to fund those payments.

The interest rate used to determine how much interest their cash might earn is
the subject of this hearing because that rate was the 30-Year Treasury Bond.

Almost two years ago, the Treasury Department stopped issuing the 30-Year
Treas};lry Bond and the temporary fix we legislated will expire in less than six
months.

I believe everyone on the dais today understands the urgency for workers, compa-
nies and taxpayers of finding a suitable, long-term replacement for the 30-Year T-
bill rate for pension funding purposes.

It is in everyone’s best interest if pension promises are funded at accurate levels.

Over-funded plans leave companies making unnecessary contributions that take
away funds from capital improvements or hiring new employees, and under-funded
plans leave workers and retirees at risk of losing benefits and that could leave tax-
payers at risk through the Pension Benefit Guaranty Corporation.



6

Last week, the Administration proposed changes that would move the measure-
ment of liabilities away from the 30-year T-bills to a corporate bond blend rate.

The proposal also increases pension funding disclosures to employees and limits
the ability of financially-troubled companies to increase benefits.

We appreciate the Administration’s efforts to bring a proposal to the table and
look forward to hearing definitive details of the proposal.

We want to work toward a permanent solution.

Our second panel today consists of witnesses with expertise in the pension indus-
try who will give us their responses to the Administration’s proposal and their per-
spective on the health of defined benefit plans.

The panel consists of representatives of the business community, actuaries, and
academics.

I am hopeful that all the witnesses today will be able to enlighten both sub-
committees on the important task of preserving our defined benefit system and con-
tinuing to encourage employers to provide retirement security to American workers.

S —

Chairman MCCRERY. Thank you, Mr. Chairman. I appreciate
the opportunity to join with your Subcommittee on Employer-Em-
ployee Relations to explore this very important subject. In the in-
terest of time, I would ask unanimous consent that my opening
statement be included in the record of the hearing. It has been sub-
mitted to the Subcommittee.

I would like to yield 1 minute of my time for opening statements
to Mr. Portman, a Member of the Committee on Ways and Means
who has introduced bipartisan legislation covering more than the
subject of today’s hearing, but it includes that and other issues per-
taining to pensions. So, I yield to Mr. Portman.

[The opening statement of Chairman McCrery follows:]

Opening Statement of The Honorable Jim McCrery, Chairman, Sub-
committee on Select Revenue Measures, and a Representative in Con-
gress from the State of Louisiana

Thank you, Mr. Chairman. It is a pleasure to join you in co-chairing this joint
hearing of our two Subcommittees.

Mr. Chairman, it is well-known that within the Committee on Ways and Means,
you bring to the table perspectives shaped by your participation and leadership on
the Education and the Workforce Committee. It is an honor to be able to develop
some of that perspective first-hand.

This hearing is the Subcommittee on Select Revenue Measures’ second foray into
the difficult subject of finding a suitable replacement for the now-defunct rate used
to calculate the future liabilities of defined benefit plans.

Every witness at our first hearing agreed that the current mechanism, based on
a multiple of the four-year weighted average of the rate on 30-year Treasury bonds,
is inaccurate, understating the expected growth of plan assets.

That hearing revealed the unanimity of opinion, both on the Subcommittee and
among the witnesses, on the need for a permanent replacement for the 30-year rate.
I applaud1 the Treasury Department for heeding that call and coming forward with
a proposal.

This hearing will give us a better understanding of the theory behind and the op-
eration of the Administration’s yield-curve proposal, which takes into account the
term structure of a pension plan’s liabilities.

Based upon my review, I believe a yield curve would be a more accurate method
of calculating these liabilities than the current system, which applies the same in-
terest rate, regardless of when the plan anticipates paying benefits. I look forward
to hearing more about this from Secretary Fisher.

At the same time, the Administration’s proposal recognizes that fixing the 30-year
rate is but one part of the equation. Our goal can’t just be to fix that problem and
move on. It must be to strike a balance which ensures funding is adequate to protect
the fisc but does not result in funding requirements which unnecessarily burden the
defined benefit system.
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Accordingly, a comprehensive review of the defined benefit system will also re-
quire us to review:

** Mortality tables;

** Kxpected retirement ages;

** The extent to which companies should be able to increase contributions in good
years;

** The effect on plan funding of applying different discount rates to lump sums
versus lifetime pay-outs;

** Whether there should be limitations on new benefits or benefit accruals when
plans are severely underfunded;

** The benefits and risks of increased transparency, such as the extent to which
there should be public disclosure of severely under-funded plans;

** The extent to which discount rates should be “smoothed” and how to balance
the certainty and reduced volatility smoothing provides with the effect it has on re-
ducing the accuracy of those rates.

** The length and type of transition which may be necessary to move from cur-
rent rules to new ones.

While it would be my hope that we enact as soon as possible a permanent replace-
ment for the 30-year rate, any solution which does not address these issues may
be premature. I look forward to examining with the witnesses the tension between
these competing demands.

Should we find it impossible to develop a comprehensive solution to these multi-
faceted issues facing defined benefit plan sponsors, beneficiaries, and the public, the
problems inherent in the current formula are sufficiently serious to merit an imme-
diate, albeit short-term solution.

I would also like to briefly address the growing interest in carve-outs which would
provide special treatment to one industry or another. These proposals are coming
from sympathetic industries, in some cases businesses still reeling from the effects
of September 11 and the continuing sluggishness of our economy.

When reviewing these proposals, we should carefully consider both the industries’
present need for relief as well as the possible long-term implications of such carve-
outs. Although we will not hear such testimony today, it is clearly a matter of sub-
stantial importance.

The defined benefit system has been, and will hopefully continue to be, an inte-
gral part of retirement security for millions of Americans. To do so, however, it must
be properly funded to ensure that plans have the resources tomorrow to pay for
promises made today.

Congress must not create incentives which unintentionally discourage companies
and unions from investing plan assets prudently or which allow them to make over-
ly generous promises about future benefits which cannot realistically be met. Rules
which facilitate such plan design flaws exacerbate the moral hazard present when
a taxpayer-financed backstop exists for terminated plans.

Let me be clear. I support a vibrant defined benefit system, one which is respon-
sibly financed. As we proceed with this hearing and with future legislation, I hope
we will keep in mind the importance of providing rules for these plans which take
into account the interests of not only employers and employees but also the future
taxpayers who will be asked to shoulder the consequences of funding shortfalls.

Thank you, and I yield back the balance of my time.

Mr. PORTMAN. I thank Chairman McCrery, and I want to com-
mend both of you, Chairman McCrery and Chairman Johnson, for
holding this hearing, the second one we have had on this topic with
the joint Subcommittees. Clearly a permanent solution to the dis-
count rate is needed. It is needed urgently. The 30-year Treasury
rate is now obsolete and our temporary fix we put in place 2 years
ago expires, as Chairman Johnson has said, very well.

As you know, the Committee on Ways and Means is working
with this Committee has put together more comprehensive legisla-
tion, the Portman-Cardin legislation, which we had planned to
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mark up earlier this year. Frankly we had been waiting antici-
pating a proposal from the Administration. I certainly look forward
to discussing the details of the Administration’s plan here today so
we can move forward with this more comprehensive needed legisla-
tion.

At the last joint Subcommittee hearing, I joined others in the
panel, including both Chairs, including in urging the Administra-
tion to give us a specific proposal as an alternative to the 30-year
Treasury rate. Again, we look forward to hearing more about that
today. I think this is a very important issue for our economy right
now. I think it is one of the factors contributing to a weakened
economy. By having this artificial, low 30-year Treasury rate, many
companies are contributing more to their pension plans that is
needed to fund benefits, which does divert precious resources from
investments designed to grow payrolls and jobs and businesses and
contribute to an overall economic growth. This is very important.
Another reason I think it is important is that day by day, we are
seeing companies freezing their pension plans and workers losing
their benefits. With that said, Mr. Chairman, I want to thank you
both for holding this hearing, and I look forward to the testimony.

Chairman MCCRERY. Thank you Mr. Portman. One of our col-
leagues on the Committee on Ways and Means who has introduced
bipartisan legislation on one facet of this problem, Dave Camp from
Michigan. I would like to recognize Mr. Camp for a brief statement.

Mr. CAMP. Thank you, Mr. Chairman. Again, I also want to
thank Chairman Johnson and Chairman McCrery for the oppor-
tunity to express support for their efforts to update the 30-year
Treasury bond, but I would like to bring attention to a year bill I
recently introduced, H.R. 2719, which would provide temporary re-
lief for certain defined benefit plans that have been maintained by
commercial airlines without any cost to taxpayers, and all of this
while maintaining their normal pension payments.

The Treasury Department proposal that is being examined today
does not provide airlines with needed relief, and I know there are
a number of pilots who made an effort to be at this hearing today,
and I thank them for that. The enormous deficit reduction con-
tributions (DRCs) that the airlines are facing is an immediate cri-
sis for the airline industry. Replacing the 30-year Treasury bond
would be one step in addressing this crisis, but we need to do more.
This legislation would provide relief without making taxpayers pay
the bill. Our plan would make airlines continue their normal pen-
sion payments and would only allow for the deferral of their sur-
charge contribution payments temporarily. These payments are
government mandated surcharge that was put on during the Clin-
ton Administration on the airlines requiring the airlines to make
enormous payments in an unreasonable time period.

The legislation introduced by myself and Mr. Pomeroy would
temporarily defer the additional funding contributions required by
the DRC for a 5-year period. Airline plans would then pay interest
on the unfunded liability for 5 years and amortize the unfunded li-
ability over the next 15 years. The bill protects the PBGC from ad-
ditional liability in the event an airline’s pension’s plan is termi-
nated during the 10-year deferral period. In no way would this re-
lieve the airlines from any of their pension liabilities. They will
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continue to make their normal contributions. I thank the Chairman
for giving me an opportunity to discuss this legislation. I realize it
is not directly on point with the hearing that you are having today,
but it is a part of trying to make sure that our defined benefit
plans are not only strong today, but in the future as well. Thank
you very much.

[The joint opening statement of Mr. Camp and Mr. Pomeroy fol-
lows:]

Chairman MCCRERY. I thank the gentleman for highlighting
this issue this Subcommittee will certainly have to consider as we
move forward on this issue. With that, Mr. Chairman, I yield back.

Chairman JOHNSON. Thank you and your statement will be en-
tered in the record. Chairman McCrery, I thank you again, and I
recognize Ranking Member of the Subcommittee on Employer-Em-
ployee Relations, Mr. Rob Andrews, for his opening statement.

Mr. ANDREWS. Thank you, Mr. Chairman, and I would like to
thank you and your Co-Chairman for sponsoring this hearing.
There are many issues in the pension area where there are signifi-
cant disagreements. There are 69 million Americans working today
with no pension. There have been some serious abuses under the
defined contribution system that have been brought to light in re-
cent years, and there will be some significant disagreement. I think
this is one area though where there is significant agreement, and
we need to move quickly to enact some important legislation. There
are employers all over our country who are not investing in new
plant, not investing in new equipment, not hiring new workers,
perhaps even letting go of workers because of enormous contribu-
tions they have to make to pension plans.

Now if the purpose of those contributions is to secure the sta-
bility of those plans, then that is what we want to see. If those
enormous contributions are triggered by a set of anomalous eco-
nomic circumstances and, by the need to comply with an outdated
and obsolete financial standard, that is not what we want to see.
It is important that we solve the problem. The solution that we are
looking for—and I would emphasize what Mr. Portman and Chair-
man Johnson said, it needs urgency of the Congress—is one that
combines a couple of elements that we will be looking for both in
the Administration proposal and I think we have already seen in
Mr. Portman and Mr. Cardin’s proposal, which I would embrace.

The first standard is that the new rule promote the stability of
pension funds over the long-term. We should enact nothing that in
any way erodes, or takes away from the strength of pensions. I
think the legislation introduced by Mr. Portman and Mr. Cardin
meets that standard. Second, any standard must be fair to individ-
uals. The effect on lump sum distributions must be such that there
is no punitive or unfair impact upon individuals receiving a lump
sum distribution. Third, the plan must provide for significant and
immediate relief for employers. Must be something where employ-
ers immediately realize the benefit of restructured pension con-
tributions. We spent a lot of time this year talking about economic
stimulus. It is ironic at the same time the Congress is debating eco-
nomic stimulus, an economic depressant has been rippling through
the economy in the form of these enormous pension contributions.
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We need to reverse that depressant and complement the stimulus
that has already been enacted so our economy can grow.

Finally, it is important that the solution for this problem reflect
long-term stability in the law. One of the concerns that I will tell
the Administration I have right at the outset is the possibility of
an erratic future in this area. I think it is very, very important
that people who maintain defined benefit plans, we would like to
see a lot more of them. Know with certainty the financial environ-
ment in which they are going to be operating and we can quarrel
about the technical assets and liabilities of the yield curve ap-
proach, but there is one concern that for me is a threshold concern,
and that is whether the instability that is built into that approach
disqualifies this as a solution.

So, I thank our colleagues for having this hearing. I would urge
two things. One is that we stick to the narrow issue before us,
which is technical correction of this interest rate discounting prob-
lem and not wander off into other more controversial areas, num-
ber one; and number two, that we act expeditiously so that compa-
nies throughout our country can benefit from this and therefore
workers can benefit from it as well. I thank the Chairman for the
time.

Chairman JOHNSON. Thank you Mr. Andrews. I now would rec-
ognize Ms. Stephanie Tubbs Jones for whatever opening statement
you wish to make.

Ms. TUBBS JONES. Thank you Mr. Chairman. I am glad to
have the opportunity to participate in this joint Subcommittee
hearing, and I will share my time with my colleague over here who
has been very active in the area. We are all in agreement on the
focus of this hearing. The Administration’s proposal for a perma-
nent replacement of the 30-year Treasury rate is a very important
issue for every Member of Congress and millions of American work-
ers. Ultimate resolution of this issue will have a major effect on
millions of American workers not just for a day or week, but for
the duration of their retirement years.

Defined benefit plans, the intended target of this proposal, play
a very important role in our private pension system and in the
lives of approximately 44 million workers, retirees and bene-
ficiaries. These individuals are promised a determinable benefit
under the pension plan for the duration of their years. The amount
of the benefit as well as the long-term financial security for these
workers depends, in large part, on the interest rate used to cal-
culate both the funding of the promised benefit and the total ben-
efit payable as a lump sum distribution at retirement.

On April 30th, the Subcommittee on Select Revenue Measures
held a hearing to consider available options for a permanent re-
placement of the 30-year Treasury rate. At this hearing, the Ad-
ministration, through the Treasury Department, recommended that
the current temporary provision enacted in 2002 for 2 years be ex-
tended for another 2 years. The general response was well, we
want a little more long-term and we are pleased that the Adminis-
tration has made some proposals. There is little disagreement that
the current interest rate used in calculating the level of funding
needed for promised benefits under the plan is no longer an appro-
priate measure. I look forward to having the opportunity this after-
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noon to talk with Mr. Fisher and the other panel on many of these
issues. I will ask that the rest of my statement through unanimous
consent be submitted for the record. I yield all the rest of my time
to my colleague Mr. Pomeroy.

[The opening statement of Ms. Tubbs Jones follows:]

Opening Statement of The Honorable Stephanie Tubbs Jones, a
Representative in Congress from the State of Ohio

Today I am pleased to join my colleagues, Chairman Jim McCrery of the Select
Revenue Measures Subcommittee, Chairman Sam Johnson, and Ranking Member,
Robert Andrews, of the Subcommittee on Employer-Employee Relations, Committee
on Education and the Workforce, for this joint hearing.

We are all in agreement that the focus of this hearing, the Administration’s pro-
posal for a permanent replacement of the 30-year Treasury rate, is a very important
issue for every Member of Congress and millions of American workers. The ultimate
resolution of this issue will have a major effect on millions of American workers,
not just for a day or a week, but for the duration of their retirement years.

Defined benefit plans, the intended target of the proposal before us, play a very
important role in our private pension system, and in the lives of approximately 44
million workers, retirees, and beneficiaries. These individuals are promised a deter-
minable benefit under the pension plan for the duration of their retirement years.
The amount of the benefit, as well as the long-term financial security for these
workers, depend in large part on the interest rate used to calculate both the funding
of the promised benefit and the total benefit payable as a lump sum distribution
at retirement.

On April 30, 2003, the Select Revenue Measures Subcommittee held a hearing to
consider available options for a permanent replacement of the 30-year Treasury
rate. At this hearing, the Administration, through the Department of the Treasury,
recommended that the current temporary provision, enacted in 2002 for two years,
be extended for another two years.

The general response from most of our Members to this recommendation was frus-
tration. Many of us are keenly aware of the important role this issue plays in the
long-term financial planning of corporate plan sponsors and the retirement security
for millions of Americans.

There is little disagreement that the current interest rate used in calculating the
level of funding needed for promised benefits under the plan is no longer an appro-
priate measure. In addition, we have heard from many plan sponsors and represent-
atives of employee groups who have expressed strong opposition to a temporary ex-
tension of the existing formula.

The level of uncertainty that such an approach could cause for plan sponsors
could lead to the ultimate demise of our defined benefit plan system. This is an un-
desirable outcome for the 44 million workers and their families who are currently
served by our defined benefit system.

It is clear that we have a difficult task ahead of us as we seek to develop a pro-
posal that would balance the competing interests of plan sponsors and financial se-
curity for millions of American workers, beneficiaries and retirees who have earned
a pension under these plans.

I would like to thank the Administration for responding to the concerns of our
Members and presenting us with a proposal for discussion today. I look forward to
working with my colleagues and the Administration as we seek to develop a bal-
anced and reasonable solution to this important issue.

Mr. POMEROQOY. I thank the gentlelady very much for yielding
and appreciate the Chair’s indulgence. I am going to be called to
another meeting that I have to attend. I want to put on the record
that I believe we have to approach the issue of reserving for pen-
sion funds consistent with the broad bipartisan goal of making cer-
tain we have defined benefits as an active presence in the employer
benefit marketplace that we define our response to the existing
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funding formula problem in a way that will not place additional
and significant pressure on the freezing or termination of defined
benefit plans.

Indeed, we ought to have as a goal increasing defined benefit
plans not bringing them to an end. To that end, I believe that new
reserving strategies that are unknown, that are not defined, that
are highly complex that raise a distinct prospect of substantial
near term funding liabilities to the employers all place pressure
against continuing defined benefit pension plans and will signifi-
cantly impact corporate strategies in this regard.

I am a former insurance commissioner, and I care a lot about sol-
vency. So, I don’t think anybody ought to confuse what we are talk-
ing about as we look for strategies that work. We want solvent pen-
sion plans, no question about it. We don’t want to take such a con-
servative approach with coming up with a funding formula that we
inadvertently place significant pressure on the employer commu-
nity to freeze or terminate their defined benefit plan. In the end
that doesn’t do anybody good, most particularly the workers that
need their pensions. In that regard, I look forward to this hearing.
It is an extremely important one, Mr. Chairman. I will have some
questions to submit in writing in the event that I don’t have an op-
portunity to ask them in this hearing.

Chairman JOHNSON. Without objection, so ordered. Thank both
of you for your comments. I want to welcome our witnesses, both
Chairman McCrery and I welcome you to our hearing. The Honor-
able Peter Fisher is our first witness, and the Honorable Ann
Combs is our second. We are glad to have both of these esteemed
people from the Administration. Peter Fisher was confirmed by the
U.S. Senate as Under Secretary for Domestic Finance on August 3,
2001. Prior to joining the Treasury Department, Mr. Fisher was
Executive Vice President of the Federal Reserve Bank of New York
and manager of the system Open Market Account for the Open
Market Committee overseeing all domestic open market and for-
eign exchange operations and the provision of account services to
foreign central banks. Mr. Fisher earned his Juris Doctor (JD) de-
gree from Harvard and his Bachelor of Arts (BA) from Harvard col-
lege.

Ann Combs is the Assistant Secretary of Labor for Employment
Benefits Security and was confirmed on May 9, 2001. Before her
appointment, Ms. Combs was Vice President and Chief Counsel,
Retirement and Pension Issues for the American Counsel of Life
Insurers. She also was a principal at the William M. Mercer firm
and served on the Advisory Council on Social Security. During the
Reagan and prior Bush Administration she spent 6 years as Dep-
uty Assistant Secretary for the Employee Benefits Security Admin-
istration. A graduate of the University of Notre Dame, Ms. Combs
holds a JD from George Washington.

I remind Members that we will be asking questions after both
witnesses have testified and ask Members to be mindful of the 5
minute rule. I believe that both of you are familiar with that 5
minute rule as well. Mr. Fisher, you may proceed.
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STATEMENT OF THE HONORABLE PETER R. FISHER, UNDER
SECRETARY FOR DOMESTIC FINANCE, U.S. DEPARTMENT OF
THE TREASURY

Mr. FISHER. Thank you, Chairman dJohnson, Chairman
McCrery, Ranking Member Andrews, and other Members of the
Committee. Ann Combs and I are pleased to be here to present the
Administration’s proposals for accurately measuring the liabilities
of defined benefit pensions. I ask that my written testimony be
made part of the record. Let me briefly summarize my testimony.
Our shared goal is to improve the retirement security for workers
and retirees by strengthening the financial help of the voluntary
defined benefit system. To do this, we must ultimately undertake
comprehensive reform.

Americans are rightly demanding increased accuracy and trans-
parency in corporate accounting. The Administration believes that
America’s pension beneficiaries are every bit as entitled to timely
and accurate accounting and disclosure as are America’s share-
holders. The Administration’s proposals released on July 8th rep-
resent a first step in this direction. The current rules that specify
minimum funding requirements have not served us well. Sponsors
today face burdensome and volatile funding contributions, and
many plans are not adequately funded.

Current rules provide one set of funding requirements under one
set of measures, but if a plan slips below certain funding levels on
those measures, the regime switches to a different measure and
more stringent funding rules. This leads to volatility and uncer-
tainty in funding requirements. The Administration would like to
work with Congress over the next few months to develop proposals
to reform funding rules to reduce this volatility in funding con-
tributions while also moving to better funded plans over time. If we
can reach agreement on more accurate measures and fix the fund-
ing rules, we would then like to consider adjustments to the tax de-
ductibility of pension contributions to encourage sponsors to make
contributions in good times as well as bad.

From the Administration’s point of view, the predicate for doing
any of this is accurate measurement of current pension liabilities.

Chairman McCrery, in testimony before your Subcommittee in
April, I identified three issues that need to be addressed to create
a permanent replacement for the 30-year Treasury. Our proposal
addresses each of those. First, pension discount rates should be de-
signed to ensure that liabilities reflect the timing of future benefit
payments. Using a single long-term corporate interest rate to dis-
count all pension liabilities will mask the underfunding of many
pension plans and put other plans at risk. The Administration pro-
poses that benefit payments made in future years be discounted to
today’s dollars using discount rates taken from a corporate yield
curve. Liabilities would be computing using interest rates for spe-
cific years to discount benefit payments due to be made in each
year. The Administration proposes a 5-year transition, beginning
with use of long-term corporate rates in years 1 and 2 for all plans.

Everyone understands that if you go to a bank to purchase a cer-
tificate of deposit (CD), you will receive a different interest rate for
a different maturity CD. A 1-year rate for a 1-year CD, a 5-year
rate for a 5-year CD, and a 10-year rate for a 10-year CD. If in
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measuring the present value of the bank’s liabilities for those dif-
ferent CDs, the bank used only a 10-year rate, it would signifi-
cantly understate its liabilities for the short-term CDs. The same
math holds true for pension liabilities.

Second, to produce an accurate measure of liabilities, pension
discount rates should be based on current financial conditions. The
current rules for smoothing discount rates by using a 4-year aver-
age leads to less accuracy and to greater volatility in funding. The
Administration proposes a 5-year transition from 4 years smooth-
ing to 90 days smoothing. This will eliminate the impact of day-to-
day market volatility while providing an appropriately current
measure of interest rates.

Third, in order to fairly treat workers of all ages, we should use
the same yield curve to value age appropriate lump sum payments
in a consistent and neutral manner. The Administration proposes
that after a 5-year phase in, the same yield curve used to manage
pension liabilities should be used to measure lump sum payments.
Everyone recognizes that the Administration’s proposal provides
the most accurate measure of liabilities. Criticism of our proposal
are off the mark. Pension rules appear to be the only part of our
financial system that do not use the standard techniques in calcu-
lating present values.

Moreover, discounting all liabilities using a single long-term cor-
porate rate will lead to systematic underfunding of pensions in
plans with predominantly older workers. We think that older work-
ers have the same right to well-funded pensions that younger
workers have and that they should not be disadvantaged by the
use of an inaccurate discount rate methodology. As I stated at the
outset, the Administration’s permanent discount rate replacement
proposal is designed to strengthen Americans’ retirement security
by producing accurate measure of pension liability. I look forward
to answering your questions and to working with both of your Com-
mittees to achieve this goal.

[The prepared statement of Mr. Fisher follows:]

Statement of The Honorable Peter R. Fisher, Under Secretary for Domestic
Finance, U.S. Department of the Treasury

Chairman McCrery, Chairman Johnson, Ranking Member McNulty, Ranking
Member Andrews, and Committee members, Labor Assistant Secretary Ann Combs
and I are pleased to present to you the Administration’s proposals for strengthening
the long-term health of the defined benefit pension system and making pension ben-
efits more secure for America’s working men and women.

To begin, we must be clear on our objective: we all want to improve the retirement
security for the nation’s workers and retirees by strengthening the financial health
of the voluntary defined benefit system that they rely upon. Current estimates sug-
gest that pension plans in aggregate are underfunded by more than $300 billion.
To achieve our objective, pension funding must improve. That will not happen until
the existing pension funding rules are fixed. Over the next few months, the Admin-
istration would like to work with Congress to analyze the existing funding rules and
develop additional proposals to improve and strengthen them.

Making Americans’ pensions more secure is a big job that will require comprehen-
sive reform of the pension system. The Administration proposal that we released on
July 8 is the necessary first step in the reform process but it is only the first step.
Before I outline that proposal in detail, I would like to summarize briefly the case
for comprehensive reform and list some of the topics that we believe reform should
address.



15

Reform Issues

Americans have a broadly shared interest in adequate funding of employer-pro-
vided defined benefit pensions. Without adequate funding, the retirement income of
America’s workers will be insecure. This by itself is a powerful reason to pursue im-
provements in our pension system.

At the same time, we must remember that the defined benefit pension system is
a voluntary system. Firms offer defined benefit pensions to their workers as an em-
ployee benefit, as a form of compensation. Our pension rules should thus be struc-
tured in ways that encourage, rather than discourage, employer participation.

Key aspects of the current system frustrate participating employers while also
failing to produce adequate funding. We thus have multiple incentives to improve
our pension system, and to thus better ensure both the availability and the viability
of worker pensions. We owe it to the nation’s workers, retirees, and companies to
roll up our sleeves and to create a system that more clearly and effectively funds
pension benefits. Major areas that require our prompt attention include:

1. Funding Rules

Our complicated system of funding rules has been constructed, in part, to dampen
the volatility of firms’ funding contributions. Yet current rules fail to do so. After
years of making few or no contributions at all, many firms are facing precipitous
increases in their annual funding requirements. This outcome is frustrating to busi-
ness and it has failed to provide adequate funding for workers and retir-
ees.Improvements to funding rules should mitigate volatility, foster more consistent
contributions, and increase flexibility for firms to fund up their plans in good times.
Specific issues in the funding rules that need to be examined include:

a. Volatility Caused by the Minimum Funding Backstop. The current minimum
funding backstop, known as the deficit reduction contribution, causes minimum
contributions of underfunded plans to be excessively volatile from year to year.
b. Funding Target. The existing funding target is based on current liability, a
measure with no clear or consistent meaning. We will seek to develop a better
target.

c. Contribution Deductibility. Together, minimum funding rules and limits on
maximum deductible contributions require sponsors to manage their funds within
a narrow range. Raising the limits on deductible contributions would allow spon-
sors to build larger surpluses to provide a better cushion for bad times.

d. Asset Measurement. Under existing rules, assets can be measured as multi-year
averages rather than current values. Pension funding levels can only be set appro-
priately if both assets and liabilities measures are current and accurate. Failure
to accurately measure assets and liabilities contributes to funding volatility.

e. Credit Balances. If a sponsor makes a contribution in any given year that ex-
ceeds the minimum required contribution, the excess plus interest can be credited
against future required contributions. These credit balances—mere accounting en-
tries—do not fall in value even if the assets that back them lose value. Credit bal-
ances allow seriously underfunded plans to avoid making contributions, often for
years, and contribute to funding volatility.

2f. Benefit Amortization. The amortization period for new benefits can be up to
30 years long. This may be excessive. We will also look at other statutorily defined
amortization periods.

2. Actuarial Assumptions

We also intend to examine how the application of actuarial assumptions in the
current funding rules may contribute to funding volatility and to inaccurate meas-
urement of pension liabilities. For example, companies do not want to be surprised
to find they have inadequately funded their plans because the mortality tables used
in the funding rules are outdated or because those rules fail to account for lump
sum payments. We will examine:

a. Mortality Tables. In order to ensure that liabilities are measured accurately
mortality estimates need to be made from the most up to date and accurate tables
available. The Treasury will be examining the tables currently in use over the
next few months and determine, after inviting public comment, whether they
should be replaced.

b. Retirement Assumptions. Retirement assumptions made by plan actuaries need
to reflect the actual retirement behavior of those covered by the plan.

¢. Lump Sums. Liability computations for minimum funding purposes need to in-
clude reasonable estimates of expected future lump sum withdrawals that are de-
termined by methodologies that are broadly consistent with other estimates of
plan obligations.
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3. Other Issues
Three other issues also deserve review:

a. Extent of Benefit Coverage. It may be advisable to limit or eliminate guarantees
of certain benefits that typically are not funded, such as shutdown benefits.

b. Multi-employer Plan Problems. Multi-employer plans operate under a different
set of rules than single-employer plans. Despite these regulatory differences, the
same principles of accuracy and transparency should apply to multi-employer
plans, and we will be reviewing the best ways to accomplish this.

c¢. PBGC Premiums. PBGC’s premium structure should be re-examined to see
whether it can better reflect the risk posed by various plans to the pension system
as a whole.

Although comprehensive reform needs prompt attention, as I testified before your
Subcommittee in April, Chairman McCrery, the necessary first step is to develop a
more precise measurement of pension liabilities. Fixing the pension funding rules
won’t help unless we give our immediate attention to ensuring that we are accu-
rately measuring the pension liabilities on which those rules rely.

As I described in detail at the April hearing, our immediate task is replacing the
30-year Treasury rate used in measuring pension liabilities for minimum funding
purposes.

I think that we all agree that any permanent change in pension discounting rules
should not contribute to future pension plan underfunding. In making the rec-
ommendations that I am about to describe, the Administration is seeking to meas-
ure accurately pension liabilities, in order to provide the necessary foundation for
reform of the funding rules, which then will help ensure that pension promises
made are pension promises kept.

We face two near-term concerns that must be addressed in getting to a permanent
replacement of the current discount rate.

First, firms that sponsor defined benefit plans already are budgeting their pension
contributions for the next several years. Near-term changes to the current rules that
would increase pension contributions above current expectations could disrupt these
firms’ existing short-term plans.

Second, many underfunded plans are already facing sharp increases in their re-
quired pension funding contributions. Thus, while we must ultimately ensure that
liabilities are measured accurately and that firms appropriately fund the pension
promises they have made, an abrupt change from the current system could do more
short-term harm than good by triggering plan freezes or terminations.

The Importance of the Discount Rate in Pension Funding

To determine minimum required funding contributions, a plan sponsor must com-
pute the present value of the plan participants’ accrued future benefit payments,
which is known as the plan’s current liability. The present value of a benefit pay-
ment due during a particular future year is calculated by applying a discount factor
to the dollar amount of that payment. This discount factor converts the dollar value
of the future payment to today’s dollars. Current liability is simply the sum of all
these discounted future payments.

Pension liabilities must be accurately measured to ensure that pension plans are
adequately funded to protect workers’ and retirees’ benefits and to ensure that min-
imum funding rules do not impose unnecessary financial burdens on plan sponsors.
Liability estimates that are too low will lead to plan underfunding, potentially un-
dermining benefit security. Pension plan liability estimates that are too high lead
to higher than necessary minimum contributions, reducing the likelihood that spon-
sors will continue to operate defined benefit plans.

Computing pension liabilities is basically a two step process. In the first step, the
plan actuary estimates the payments that will be made to retirees each year in the
future. The pension plan’s actuary makes these estimates based on the plan’s terms,
and estimates of how long current employees will work before retirement and re-
ceive benefits in retirement. Estimating the future stream of payments involves con-
siderable judgment on the part of the actuary.

Step two, converting the value of future payments to today’s dollars, is, by com-
parison, simple and rather mechanical. To convert payments in a future year to
present dollars, the estimated payments are simply adjusted by the appropriate dis-
count rate. Although some discounting schemes use the same discount rate to com-
pute the present value of payments for all future years, it is no more difficult to
compute the present value using different discount rates for each future year.

Choosing the right rate is the key to accurate pension discounting. The wrong rate
leads to inaccurate estimates of liabilities that can be either too high or too low.
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Therefore, the primary goal of the Administration’s proposal to replace the 30-
year Treasury rate can be summed up in one word: accuracy. Without first accu-
rately measuring a plan’s pension liabilities, the minimum funding rules cannot en-
sure that the firm is setting aside sufficient funds to make good on its pension
promises to its workers. Accurate liability measures also provide a firm’s investors
with valuable information about the pension contributions that will be made from
the firm’s earnings. Accurate liability measures allow workers and retirees to mon-
itor the health of their pension plans. Finally, accurate liability measures allow the
PBGC as pension insurer to better monitor the health of the overall pension system.

Pension Discounting under Current Law

Since 1987, federal law has required that pension liabilities that determine min-
imum pension contributions be computed using the interest rate on the 30-year
Treasury bond. Liabilities computed using this discount rate have become less accu-
rate over time, as financial conditions have changed. In the late 1980s, inflation was
at higher levels than today. As the inflation rate has declined, the term structure
of interest rates has changed. Congress recognized this and in 2002 passed legisla-
tion that temporarily changed the discount rate to provide funding relief to plan
sponsors. This temporary fix expires at the end of this year.

In my April testimony, I put forward an Administration proposal that would have
extended this fix for two additional years while the Treasury Department developed
a permanent replacement discount rate. However, dissatisfaction with the continued
use of the 30-year rate, even on an interim basis, was expressed by many members
of Congress and pension sponsors. Your Committees asked the Administration to go
back and return with a permanent proposal that we could support and, after two
months of intense work, we are now pleased to present it today.

The Administration’s Proposal for Accurately Measuring Pension Liabil-
ities

In my April testimony, I explained why the Administration believes that corporate
bond rates, not Treasury rates, should be the basis for the pension discount method-
ology. I also identified three key issues that needed to be addressed in selecting a
permanent replacement for the 30-year Treasury rate: the time structure of a pen-
sion plan’s future benefit payments; the appropriateness of smoothing the discount
rate; and the appropriate relationship between the discount rate and the computa-
tion of lump sum payments.

The proposal I will now set forth deals with each of these issues.

1. Pension discount rates should be based on market determined interest rates for
similar obligations.

The terms of pension contracts are not market determined because pensions are
not bought and sold in an open market and pension sponsors do not compete with
one another for participants. However, group annuity contracts, which are very
similar to employer sponsored pensions, are sold in a competitive market by insur-
ance companies. Group annuity contracts obligate the seller to provide a stream of
annual cash payments, in exchange for a competitively priced premium, to individ-
uals covered by the policy. We take the view, as Congress has in the past, that pen-
sion discount rates should reflect the risk embodied in assets held by insurance com-
panies to make group annuity payments. These assets consist largely of bonds
issued by firms with high credit ratings. Furthermore, the insurance companies
issuing the group annuity contracts also have high credit ratings.

Therefore, the Administration proposes that the new pension discount
{)atedbe based upon an index of interest rates on high-grade corporate

onds.

2. Pension discount rates should be designed to ensure that liabilities reflect the tim-
ing of future benefit payments.

Each pension plan has a unique schedule of future benefit payments—or cash flow
profile—that depends on the characteristics of the workforce covered by the plan.
These characteristics include the percent of participants that are retired, the age of
current workers covered by the plan, the percent receiving lump sums and whether
the covered workforce has been growing or shrinking over time. Plans with more
retirees and older workers, more lump sum payments, and shrinking workforces will
make a higher percentage of their pension payments in the near future, while plans
with younger workers, fewer retirees, fewer lump sums, and growing workforces will
make a higher percentage of payments in later years.
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One approach to liability computation applies the same discount rate to all future
payments regardless of when they occur. This approach produces inaccurate liability
estimates because it ignores a basic reality of financial markets: that the rate of in-
terest earned on an investment or paid on a loan varies with the length of time of
the investment or the loan. If a consumer goes to a bank to buy a Certificate of De-
posit, he will expect to receive a higher rate on a five-year CD than on a one-year
CD. Likewise, that same consumer who borrows money to buy a house expects to
pay a higher interest rate for a 30-year than a 15-year mortgage.

Pension discount rates must recognize this simple financial reality. Pension pay-
ments due next year should be discounted at a different, and typically lower, rate
than payments due 20 years from now. Why is this important? Pension plans cov-
ering mostly retired workers that use a 20-year interest rate to discount all their
benefit payments will understate their true liabilities. This will lead to plan under-
funding that could undermine retiree pension security, especially for workers who
are nearing retirement age. Proper matching of interest rates to payment schedules
cannot be accomplished using any single discount rate.

Computing liabilities by matching interest rates on zero-coupon bonds that ma-
ture on the same date that benefit payments are due is not complicated. Once ex-
pected pension cash flows are calculated by the actuary it is no more difficult to dis-
count benefit payments on a spreadsheet with an array of different interest rates
than it is if only one discount rate is used.

It is also important to understand that the discount rate used does not change
the actual obligation—the liability is what it is. Choosing the proper discount rate
gives us an accurate measure in today’s dollars of future benefit payments; it does
not change those payments. But if we don’t measure that value properly today,
plans may not have sufficient funds set aside in the future to make good on those
pension promises.

The Administration proposes that benefit payments made in future years
be discounted to today’s dollars using discount rates taken from a cor-
porate bond yield curve (a table or graph that illustrates the interest rates
on bonds that mature at different dates in the future). Liabilities would be
computed by using interest rates on bonds that mature on a specific date
in the future to discount benefit payments due to be made that same year.

Furthermore, implementation of the yield curve would be phased in over
five years. The phase-in would start with the use of a single long-term cor-
porate bond rate as recommended in HR 1776 (proposed by Congressmen
Portman and Cardin) for the first two years. In the third year a phase-in
to the appropriate yield curve discount rate would begin. The yield curve
would be fully applicable by the fifth year.!

This phase-in period would provide some short term funding relief for sponsors,
but achieve the desired level of accuracy at the end of five years.

3. Pension discount rates should be based on current financial conditions.

Pension liability computations should reflect the current market value of future
benefit payments—this is a key component of accuracy. Plan sponsors and investors
are interested in the current value of liabilities in order to determine the demands
pension liabilities will place on the company’s future earnings. Workers and retirees
are interested in the current value of liabilities so that they can determine whether
their plans are adequately funded.

Some argue that discount rates should be averaged (smoothed) over long periods
of time. Under current law they are smoothed over four years. Such smoothing is
intended to reduce the volatility of liability measures and helps make contribution
requirements more predictable. Unfortunately current smoothing rules reduce the
accuracy of liability measures while failing to achieve stability in annual contribu-
tions. Smoothing can mask changes in pension plan solvency of which workers and
retirees should be aware. As I mentioned earlier, we would like to work with Con-
gress to identify permanent reforms of the funding rules that would reduce volatility
in annual contributions, without the corollary effect of reducing measurement accu-
racy.

1 In years 1 and 2 pension liabilities for minimum funding purposes would be computed using
a discount rate that falls within a corridor of between 90 and 105 percent of a 4 year weighted
average of the interest rate on a long-term highly-rated corporate bond. In years 3 and 4, pen-
sion liabilities would be an average of that calculated using a long-term corporate rate and that
using a yield curve. In year 3, the corporate rate would receive a %5 weight and the yield curve
a Y3 weight. In year 4 the weights would be switched and in year five liabilities would be com-
puted using the yield curve.
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The Administration proposes to decrease smoothing gradually during the
5-year phase-in. In years one and two, four year smoothing is maintained.
Smoothing is reduced in years three and four and finally, in year five, set
a 90-day moving average to eliminate the impact of day-to-day market vola-
tility. This will provide an appropriately current measure of interest rates.

4. Pension discount rates should apply to annuities and lump sum payments in
a consistent and neutral manner.

Retirees and departing workers in some plans can opt to receive a single payment
for their pension benefits rather than regular payments over their lifetimes. The
value of these so-called lump sum payments is the present value of the worker’s ex-
pected retirement annuity. Using different discount rates for annuities and lump
sums creates an economic incentive for choosing one form of payment over the other.

The Administration proposes that the yield curve used to measure pen-
sion liabilities also be used to compute lump sum payments so as to reflect
accurately the life expectancy of retirees in the amounts that they will re-
ceive. In order to minimize the disruption of plans of workers who will re-
ceive benefits in the immediate future, lump sums would be computed
using the 30-year Treasury rate as under current law in years one and two.
In the third year a phase-in to the appropriate yield curve discount rate
would begin. By the fifth year lump sums will be computed using the yield
curve.

Workers receiving lump sums, especially those in their 50’s, 60’s and older, would
be better off under the Administration proposal than under an alternative that
would compute lump sums using a single long term corporate interest rate. Workers
electing lump sums at relatively younger ages would have a higher proportion of
their future payments discounted at long-term interest rates than workers retiring
at relatively older ages. This is appropriate given the different time frames over
which they had been expecting to receive their benefits. While moving from the 30-
year Treasury rate to any corporate bond based rate will result in lower lump sum
payments for younger workers who leave their jobs, under the yield curve approach
older workers closer to retirement age will be little affected by the change.

However, some workers who will soon be leaving their jobs have been anticipating
taking their pension benefits in the form of a lump sum with the expectation that
those benefits would be computed using the 30-year Treasury rate. Computing lump
sums using the yield curve rather than the 30-year Treasury rate may result in
lower lump sum payments for those who leave at a young age. The Administration
proposal is for the benefits of younger and older workers alike to be consistently and
accurately valued, whether a lump sum or a traditional annuity benefit.

Concluding Observations

In closing I would like to make a few general observations about the Administra-
tion’s proposed permanent discount rate for pension liabilities.

Because discounting pension payments using a yield curve is already considered
a best practice in financial accounting, large sponsors are almost certainly making
these computations now or know how to make them.2 Sponsors certainly know what
their expected future pension cash flows are.

The mechanics of discounting future pension cash flows are in fact quite simple.
This is true whether one uses a single rate to discount all payments or uses dif-
ferent rates to discount payments made in each year. Such calculations, which can
be done with a simple spreadsheet, should not pose serious problems even for small
plans let alone plans sponsored by large, financially sophisticated firms.

Yield curves used to discount pension benefit payments have been available for
a number of years. One example of such a pension yield curve is the one developed
by Salomon Brothers in 1994 for the Securities and Exchange Commission. Monthly
Salomon Brothers yield curves dating back to January 2002 can be found on the
Society of Actuaries web site at http://www.actuarial library.org.3 We envision that
the Treasury Department would adopt a similar methodology. Using this widely ac-
cepted approach, we would develop and publish a yield curve reflecting interest
rates for high-quality zero-coupon call adjusted corporate bonds of varying matu-
rities.

The adjustments that we would anticipate making—through a rulemaking process
subject to public comment—would only be to reflect accurately the time structure
of the yield curve. The procedure we envision would involve two types of adjust-

2See Financial Accounting Standard 87.
3This address opens a window to the Society’s site search engine. To see discount curve exam-
ples simply type Salomon Brothers Pension Discount Curve into the query window.
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ments: (1) standardizing the corporate rates as zero coupon, call adjusted rates; and
(2) extrapolating the shape of the corporate yield curve using the shape of the
Treasury yield curve because of the thinness of the market for corporate bonds of
some durations, especially long-term bonds. The yield curve rates would not be ad-
justed to reflect expenses, mortality or any other actuarial or administrative con-
cerns. The high-grade corporate rates used to construct the curve will only be ad-
justed so that they accurately reflect the time structure of benefit payments.

As I mentioned, the Treasury would undertake this process using a formal notice
and comment rulemaking process to ensure market transparency and to incorporate
input from all interested parties in final development of the yield curve. Although
the groundwork is well established, we certainly plan to work with all stakeholders
to finalize the methodological details of the ultimate yield curve.

While we believe that important near-term considerations warrant beginning the
transition by allowing plans to use a long-term corporate bond index for the first
two years, staying there would result in greater underfunding over time than we
face today. Such an outcome would be counterproductive and harmful, and would
certainly move the defined benefit system in the wrong direction. Most importantly,
it would put workers’ pensions at greater risk.

Some have alleged that there would be adverse macroeconomic consequences to
using a yield curve. Such critics allege that the economy would suffer because the
resulting increased pension contributions would deplete funds from the economy.
That argument is, we submit, incorrect. A firm’s pension contributions are invested
by the plan for the future benefit of the plan’s participants. Those contributions go
right back into the economy as savings. They are not withdrawn from the economy.
Pension funds are a significant source of capital investment in our economy—invest-
ment that creates jobs and growth. And again, an accurate measurement of liabil-
itiesk is necessary to ensure appropriate funding of pension promises to America’s
workers.

The macroeconomic effect we should be worried about is that which would result
if plan sponsors failed to fund the pension promises that America’s workers are de-
pending upon for their retirement security. This is why the Administration is urging
that pension liabilities be accurately measured and why we intend to return before
your Committees with further recommendations to fix the pension funding rules.
Only if our pension liabilities are accurately measured will we be able to have an
informed dialogue about such comprehensive reforms.

Some have alleged that this proposal would place sponsors of plans with older
workforces at a disadvantage by requiring them to put more money into their plans
than they would under alternative proposals. The fact of the matter is that more
money is needed in those plans to ensure that older workers receive the benefits
they have earned through decades of hard work. These obligations of employers to
our older workers exist whether our measurement system accurately recognizes
them or not. We think that older workers have the same right to well funded pen-
sions that younger workers have and that they should not be systematically dis-
advantaged by the funding rules.

Finally, we should also not overlook other positive consequences of more accurate
pension liability measures. We live in an era when Americans are rightly demand-
ing increased accuracy and transparency in corporate accounting. Surely this is the
standard we should pursue for the pension systems on which Americans’ workers
depend. Uncertainty about the size of pension liabilities has negative effects on
sponsor stock prices. Increased accuracy of pension liability measurement will great-
ly reduce that uncertainty when such measures become available to the public
under the enhanced disclosure measures that will be discussed by Assistant Sec-
retary Combs. We see all of these recommendations as working together to clarify
our pension funding challenges, better informing the public, employers and policy
makers about what must be done to ensure adequate worker retirement security.

As T stated at the outset, the Administration’s permanent discount rate replace-
ment proposal is designed to strengthen American’s retirement security by pro-
ducing accurate measures of pension liabilities. And accurate measurement is the
leissential first step in ensuring that pension promises made are pension promises

ept.

Chairman JOHNSON. Thank you, sir. Ms. Combs, you may
begin your testimony.



21

STATEMENT OF THE HONORABLE ANN L. COMBS, ASSISTANT
SECRETARY FOR EMPLOYEE BENEFITS SECURITY, U.S. DE-
PARTMENT OF LABOR

Ms. COMBS. Thank you, Mr. Chairman, Chairman McCrery,
Ranking Member Andrews, and other Members of the Committee.
I appreciate the opportunity to be here today before both Commit-
tees to discuss the Administration’s proposals to strengthen the de-
fined benefit system. We share both Committee’s goals that defined
benefit plans are an important source of retirement. We want to
make this system stronger. The Administration’s immediate plan
}"epresents the first crucial step toward more comprehensive re-
orm.

As Under Secretary Fisher has described, the first component of
our proposal to provide for more accurate measurement of pension
liabilities, I will now describe the remaining two components to im-
prove transparency of pension plan funding and to protect workers
and retirees and pension plans that pose the most severe risk of
terminating without sufficient assets to pay benefits. The ERISA
currently includes a number of reporting and disclosure provisions,
yet their exists a void when it comes to the disclosure sure of pen-
sion funding information.

The current disclosure rules have major shortcomings in both the
timeliness and the quality of the information made public. Current
disclosures do not satisfy workers, retirees or the financial markets
need to know the funding status of pension plans. The Administra-
tion believes that workers should have the facts about their pen-
sion fund plans funded status. Transparency will both empower
workers to plan for the future and encourage employers to respon-
sibly fund their plans. We recommend three specific reforms at this
time and look forward to working with both Committees to develop
additional improvement in the future.

First the Administration proposes that all companies disclose the
value of their defined benefit pension plan assets and liabilities on
both the current liability and the termination liability basis in
their summary annual reports. This straightforward reform pro-
posal would provide all workers in defined benefit plans with this
vital information. It would encourage responsible funding and
strengthen the defined benefit pension plan system.

Second, we propose making available to workers certain financial
data that companies already provide to the PBGC if their pension
plans have more than $50 million in underfunding. This informa-
tion, which is known as 4010 data, includes the most recent finan-
cial information about a pension plan’s funding status. Under cur-
rent law, PBGC cannot share this information with workers retir-
ees or the financial markets.

Finally, we would require companies to annually disclose their li-
abilities as measured by the proposed yield curve as that rate is
phased in. Such disclosure will give workers and the financial mar-
kets a more accurate expectation of a plan’s funding obligations
and status under the new liability measure. Let me turn now to
the Administration’s proposals to safeguard against further deterio-
ration in pension underfunding. Existing ERISA rules do not pre-
vent planned sponsors from making pension promises that they
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cannot afford, nor require them to fund adequately the promises
they make.

The ultimate result is shattered worker expectations, strains on
the PBGC insurance system, and pressure on the remaining more
responsible PBGC premium payers. The Administration believes
we must stop the most sought financially challenged companies
with severely underfunded plans for making new pension promises
that they cannot afford. Our proposal would only affect the most
extreme examples of vulnerable plan sponsors, but it would help
workers plan for their retirements based on realistic benefit prom-
ises and minimize PBCG’s exposure. Our safeguards would only af-
fect companies with below investment grade credit ratings whose
plans are less than 50 percent funded on a termination basis.
These plans would be frozen and could not increase benefits or pay
lump sums in excess of $5,000 unless the plan sponsor contributes
cash or provides security to fully fund the accruals, the benefit im-
provements or the lump sums.

These same safeguards would extend to pension plans that are
less than 50 percent funded and whose sponsors are in bankruptcy.
For those plans that are in bankruptcy, PBCG guarantee limits
would also be frozen. This proposal, as I said, is targeted at only
those plans that are most likely to terminate without sufficient as-
sets. Based on preliminary PBGC data, only 57 plans are sponsored
by firms with below investment grade credit ratings and are fund-
ed at or below the 50-percent threshold level. These plans have
total liabilities of $34 billion in assets of just $14 billion leaving
$20 billion in exposure.

The President’s plan we described today addresses only the most
pressing issues we urge Congress to address in the very short-term.
There are a host of extremely important issues where we must
work together if we are to restore workers and retirees’ confidence
in their retirement plans and bring a measure of stability to the
defined benefit pension system.

The Bush Administration’s goal was to get plans on a path to-
ward better funding, to reduce volatility in contributions and to en-
courage companies to fund their pension plans at levels sufficient
to weather tough economic times. By strengthening the rules to re-
store certainty in funding and to prevent abuses, we will make
more attractive for plan sponsors to retain their defined benefit
plans. This concludes my remarks, and I would ask that my full
remarks be included in the record and I would be happy to take
questions.

[The prepared statement of Ms. Combs follows:]

Statement of The Honorable Ann L. Combs, Assistant Secretary for Em-
ployee Benefits Security, U.S. Department of Labor
Introductory Remarks

Good afternoon Chairman Johnson, Ranking Member Andrews, Chairman
McCrery, Ranking Member McNulty, and Members of both Subcommittees. Thank
you for inviting me to discuss the Administration’s proposal to improve the accuracy
and transparency of pension information, as well as the funding of defined benefit
pension plans. I am proud to represent the Department of Labor and the Employee
Benefits Security Administration (EBSA), who work to protect American workers,
retirees and their families and to support the growth and stability of our private
pension and health benefits system.

As you know, EBSA interprets and enforces Title I of the Employee Retirement
Income Security Act (ERISA), which addresses the conduct of fiduciaries who are
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responsible for operating pension and health benefit plans. EBSA is charged with
administering and enforcing this statute together with the Treasury Department,
which is generally responsible for the tax provisions in ERISA, and the Pension
Benefit Guaranty Corporation (PBGC), which provides insurance to protect the re-
tirement benefits of participants in defined benefit plans when the corporate plan
sponsor fails and the plan is inadequately funded.

ERISA governs approximately 730,000 private pension plans and six million pri-
vate health and welfare plans. These plans cover approximately 150 million workers
and their dependents and hold assets of more than $4 trillion. There are approxi-
mately 33,000 defined benefit plans guaranteed by the PBGC covering 44 million
workers and retirees.

As my colleague from the Department of Treasury stated, the financial health of
the voluntary defined benefit plan system is under significant pressure. Over the
past two years, a significant number of large companies with highly underfunded
defined benefit plans have failed, resulting in PBGC taking over their pension plan
assets and liabilities. In FY 2002, the PBGC took a tremendous hit to its single-
employer insurance program, going from a surplus of $7.7 billion to a deficit of $3.6
billion—a loss of $11.3 billion in just one year. The loss is more than five times larg-
er than any previous one-year loss in the agency’s 28-year history. Moreover, based
on PBGC’s midyear unofficial unaudited financial report, the deficit has grown to
approximately $5.4 billion.

Why is the emergence of this deficit of such concern to Congress and the Adminis-
tration? The PBGC’s alarming deficit reflects a fundamental imbalance in the sys-
tem that has occurred not only because of historically low interest rates and a loss
in asset values, but also because of structural weaknesses that allow certain plans
to continue to over-promise benefits as they descend into insolvency. Defined benefit
pension plans play an important role in retirement security and should remain a
viable option for those companies and workers who desire them. Unless we correct
the problems leading to underfunding, healthy plan sponsors who subsidize
unhealthy companies through their premium payments will continue to drop out of
the defined benefit system leaving only the sick plans behind—a classic insurance
death spiral. The result will be fewer workers with defined benefit plans and a
greater level of risk for those workers who remain covered.

When underfunded plans terminate without sufficient assets to pay promised ben-
efits, many workers’ and retirees’ expectations are shattered, and, after a lifetime
of work, they must change their retirement plans to reflect harsh realities. The Ad-
ministration developed its reform package with these workers and retirees in mind.
We can prevent similar situations in the future, while keeping a viable defined ben-
efit system, if we act to improve and stabilize plan funding. If corporate plan spon-
sors and their counterparts in organized labor pursue reforms that leave pensions
underfunded, then workers will remain vulnerable to losing some of the pension
benefits they were promised.

PBGC and the Departments of Labor, Treasury, and Commerce have developed
a reform package in an effort to improve pension security for workers and retirees
by strengthening the financial health of the defined benefit system. Under Secretary
Fisher has already discussed the Administration’s proposed discount rate for meas-
uring pension plan liabilities, and I will now discuss the final two components of
the Administration’s proposal regarding improved transparency of pension plan in-
formation and increased safeguards against pension underfunding.

Transparency of Pension Plan Information

It’s been said that sunlight is the best antiseptic. One of the hallmarks of the
Bush Administration has been an aggressive agenda to strengthen our economy by
improving transparency and moving corporate and union financial disclosures out
of the shadows.

America’s system of free enterprise, with all of its risks and rewards, is a great
strength of our country and a model for the world. The fundamentals of a free mar-
ket require clear rules and confidence in the accuracy of information if we are to
achieve President Bush’s goal for “America to become an ownership society, a soci-
ety where a lifetime of work becomes a retirement of independence.” Ownership in-
volves risks, but that risk must be based on shared, accurate and timely informa-
tion.

As major investors, defined benefit pension plans sponsored by American compa-
nies play a critical role in our national economy and in the lives of American work-
ers, retirees and their families. The financial health of these plans must be trans-
parent and fully disclosed to their “owners”—the workers and their families who
rely on promised benefits for a secure and dignified retirement.
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As columnist George Will said, a properly functioning free market system “re-
quires transparency, meaning a sufficient stream of information—a torrent, really—
of reliable information about the condition and conduct of corporations.” The same
holds true for their pension plans.

While ERISA includes a number of reporting and disclosure provisions that pro-
vide workers with information about their employee benefits, there exists a void in
the law when it comes to the disclosure of pension funding information to workers.
For example, although workers have a right to expect that their pension plans are
well funded and that their retirement benefits are secure, they are typically un-
aware that the law sets only minimum funding obligations. Workers often do not
learn the true extent of their plan’s underfunded status until it terminates, frus-
trating workers’ expectations of receiving promised benefits—and a secure retire-
ment.

Current Law

The most basic disclosure requirement of a pension’s funding status to workers
under current law is the summary annual report (SAR). ERISA1 and DOL regula-
tions require pension plans to furnish a SAR to all workers and retirees. The Form
5500, used by private sector pension and other employee benefit plans to annually
report information to the Department of Labor, the Internal Revenue Service and
the PBGC regarding the financial condition, investments and operations of their
plans, is due seven months after the end of the plan year with a potential extension
of an additional two and a half months. Following the filing deadline of the Form
5500, pension plan sponsors must then distribute the SAR within two months.

Corporate pension plan sponsors must use a SAR to disclose certain basic finan-
cial information from the Form 5500 including the pension plan’s net asset value,
expenses, income, contributions, and gains or losses. A pension plan’s net asset
value is calculated based on the market value of assets minus the plan’s expenses
incurred during the plan year. The SAR must also include the current value of a
defined benefit plan’s assets as a percentage of its current liability if the percentage
is less than 70 percent.

The “current liability” is a plan’s liability as of today, it is intended to reflect a
pension plan’s liability assuming the employer’s plan will continue indefinitely. It
does not reflect a plan’s “termination liability”—the cost to a company of termi-
nating its pension plan by paying lump-sums and purchasing annuities in the pri-
vate market that reflect the benefits workers have earned. This is an important dis-
tinction to workers concerned about the pension plan terminating.

A second disclosure in current law is Section 4011 of ERISA that requires under-
funded single-employer pension plans to send notices of their underfunding to work-
ers and retirees. This notice must describe the plan’s funding status and the limits
of PBGC’s guarantee. Generally, plans that are less than 90% funded on a current
liability basis are required to distribute Section 4011 notices, although there are
several significant exceptions.

In 2002, preliminary data indicates that less than ten percent of plans gave no-
tices as required by Section 4011 out of a universe of approximately 33,000 defined
benefit pension plans. The notice must be furnished no later than two months after
the filing deadline for the Form 5500 for the previous plan year, and may accom-
pany the SAR if it’s in a separate document.

ERISA requires some pension plans to provide a third type of disclosure under
Section 4010, but these disclosures are not provided nor available to workers or the
public. Section 4010 requires corporate pension plan sponsors with more than $50
million in aggregate plan underfunding to file annual financial and actuarial infor-
mation with the PBGC. Filings are required no later than 105 days after the close
of the filer’s fiscal year, although PBGC may grant waivers and extensions.

Pension plan sponsors who file Section 4010 data with the PBGC must provide
identification, financial, and actuarial information. Plan sponsors must provide fi-
nancial information including the company’s audited financial statement. Sponsors
also are required to provide actuarial information that includes the market value
of their pension plan’s assets, the value of the benefit liabilities on a termination
basis, and a summary of the plan provisions for eligibility and benefits.

In 2002, approximately 270 plan sponsors reported plan information with the
PBGC under Section 4010. So far in 2003, approximately 350 plan sponsors have
filed Section 4010 data. Prior to 2002, the largest number of Section 4010 filings
received by the PBGC in any calendar year was less than 100. Obviously many

1ERISA Section 104(b)(3).
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more pension plans are triggering the $50 million level of underfunding that re-
quires their sponsors to file Section 4010 data.

Shortcomings of Current Law

The current disclosure rules have major shortcomings in both the timeliness and
quality of the information made available. Current disclosures do not satisfy work-
ers’, shareholders’ or the financial markets’ desire to understand the funding status
of pension plans and the consequences of underfunding. The true measure of plan
assets and liabilities is not transparent to workers, retirees, investors, or creditors.

Pension plan sponsors calculate numerous measures of their pension plan liabil-
ities, including current liability and actuarial liability, plus several methods of cal-
culating each of them. Among all of these potentially confusing measures, only the
termination liability comes close to expressing the pension plan’s true ability to pay
promised benefits if it terminates, and the potential exposure to PBGC.

Less than ten percent of pension plans sent workers and retirees notices of severe
underfunding in 2002 as required by Section 4011. Although many plans are facing
unprecedented levels of underfunding, the complicated rules and exceptions?2 in cur-
rent law relieve most plans of the obligation to send Section 4011 notices.

Even when plans are required to send Section 4011 notices, workers do not re-
ceive sufficient information regarding the consequences of plan termination. The in-
formation required does not reflect the plan’s underfunding on a termination basis:
exactly the kind of information workers would most need if their pension plan is
severely underfunded.

The Bush Administration’s Proposal

In formulating our transparency proposal, the Administration recognized that
workers and retirees deserve a better understanding of the financial condition of
their pension plans, that required disclosures should realistically reflect funding of
the pension plan on both a current and termination liability basis, and that better
transparency will encourage companies to appropriately fund their plans.

Disclose Plan Assets and Liabilities on a Termination Basis

The Administration proposes that all companies disclose the value of their defined
benefit pension plan assets and liabilities on both a current liability and termination
liability basis in their SAR. This straightforward reform proposal is sweeping and
effective in that it would require all plans to report this information. Informed par-
ticipants will better understand their plan’s funding status and plan accordingly.
They can also serve as effective advocates encouraging their employers to better
fund their plans.

Disclose Funding Status of Severely Underfunded Plans

The Administration proposes that certain financial data already collected by the
PBGC under Section 4010 from companies sponsoring pension plans with more than
$50 million of underfunding should be made public. We propose that the available
information be limited to the underfunded plan’s market value of assets, termi-
nation liability and termination funding ratios. Much of the information disclosed
in the Section 4010 data, such as sensitive corporate financial information, should
not be made public.

As described earlier, Section 4010 liability data is more timely and of better qual-
ity than what is publicly available under current law. Year-end Section 4010 figures
generally are required to be filed no later than 105 days after the close of the plan
sponsor’s fiscal year. This information on the pension plans with the largest un-
funded liabilities, currently restricted to the PBGC, is critical to workers, the finan-
cial markets and the public at large. Disclosing this information will both improve
market efficiency and help encourage employers to appropriately fund their plans.

Disclose Liabilities Based on Duration-Matched Yield Curve

The Administration also proposes that companies annually disclose their liabil-
ities as measured by the proposed yield curve described by Under Secretary Fisher
before the rate is fully phased in for funding purposes. Such disclosure will give

2For example, many plans do not send out Section 4011 notices because the requirement does
not apply to a plan if (1) the funded current liability percentage for the plan year is at least
80 percent, and (2) such percentage for each of the two immediately preceding plan years (or
each of the second and third years preceding plan years) is at least 90 percent. Notices are fur-
ther not required under Section 4011 where plans do not pay a PBGC variable rate premium
in a given plan year.
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workers and the financial markets more accurate expectations of a plan’s funding
obligations and status under the new liability measure.

Safeguards Against Deterioration in Pension Underfunding

Before ERISA’s enactment in 1974, thousands of workers lost their pensions be-
cause their companies failed to adequately fund the benefits they promised. In en-
acting ERISA, Congress set out to ensure that companies would safely set aside
enough money in advance to secure workers’ pensions. Unfortunately, current law
does not achieve that goal.

ERISA’s funding rules aim to provide both security for workers and flexibility for
plan sponsors. However, existing rules do not prevent corporate sponsors from mak-
ing pension promises that they cannot afford, nor require them to fund adequately
the promises they make.

Current Law

Current law establishes funding rules for pension plans, including rules that pro-
hibit underfunded plans from increasing benefits. Under provisions in both the In-
ternal Revenue Code and ERISA that apply to large plans,3 if a pension plan’s fund-
ing ratio falls below 60 percent of current liability, a company generally may not
provide a benefit increase greater than $10 million unless the increase is imme-
diately funded or security is provided to fully fund the improvement. A company
sponsoring a plan with a funding ratio above 60 percent on a current liability basis
may have a much lower funding ratio on a termination liability basis, exposing its
workers to the risk of receiving reduced pension benefits from the PBGC if the plan
terminates.

Shortcomings in Current Law

Recent history demonstrates that some companies under financial duress make
pension promises that in all probability will never be funded. These promises fur-
ther strain the funding status of a plan and jeopardize the retirement security of
unsuspecting workers when the plan ultimately terminates and is taken over by the
PBGC. Furthermore, unfunded benefit increases undermine the financial integrity
of the pension benefit guaranty system. Other defined benefit plan sponsors who
fund their plans far more responsibly ultimately pay whatever unfunded benefits
are guaranteed by PBGC through their premiums.

The current system includes a “moral hazard.” A company facing financial ruin
has the perverse incentive to underfund its defined benefit pension plan while con-
tinuing to promise additional pension benefits. The company, its employees, and any
union officials representing them know that at least some of the additional benefits
will be paid, if not by their own plan then by other plan sponsors in the form of
PBGC guarantees. Financially strong companies, in contrast, have little incentive to
;pal({le ﬁlnrealistic benefit promises because they know that they must eventually
und them.

The Bush Administration’s Proposal

The Administration believes we must ensure that companies, especially those in
difficult financial straits, make benefit promises they can afford and fund the pen-
sion promises they make. As we develop more comprehensive funding reforms, we
must stop the most financially challenged companies with severely underfunded
plans from making pension promises that they cannot afford. Our proposal would
only affect the most extreme examples of vulnerable plan sponsors, would help
workers plan their retirements based on realistic benefit promises, and would mini-
mize PBGC losses.

The proposal that we provide to you now would require companies with below in-
vestment grade credit ratings whose plans are less than 50 percent funded on a ter-
mination basis to immediately fully fund or secure any new benefit improvements,
benefit accruals or lump sum distributions. Benefit improvements would be prohib-
ited unless the firm contributes cash or provides security to fully fund the improve-
ment. The plan would be frozen, i.e., accruals (increases resulting from additional
service, age or salary growth) would be prohibited unless the firm contributes cash
or provides security to fully fund the additional liability.

To prevent erosion of such plans’ funding, lump sum payouts of more than $5,000
would be prohibited unless fully funded or secured. Allowing workers to take lump
sum distributions from severely underfunded plans, especially those sponsored by
financially strapped companies, allows the first workers who request the distribu-

3Code section 401(a)(29) and ERISA section 307.
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tions to drain the plan, often leaving the majority of workers to receive reduced pay-
ments from the PBGC when the plan terminates.

The Administration also proposes to extend the above safeguards to plans of cor-
porate plan sponsors that file for bankruptcy with plans funded at less than 50 per-
cent of termination liability. Furthermore, we recommend that PBGC’s guaranty
limits be frozen as of the date of the bankruptcy filing. This freeze would avoid an-
other perverse incentive.

Based on PBGC’s preliminary 2003 data covering 90 percent of filing companies
with plans that are underfunded by $50 million or more (the Section 4010 filers de-
scribed above), only 57 plans sponsored by firms with below investment grade credit
ratings are funded at or below 50 percent on a termination basis. Their liabilities
total $34 billion but their assets total just $14 billion, leaving $20 billion of liabil-
ities unfunded.

Another 32 plans sponsored by unrated firms (which may be above or below in-
vestment grade) are funded at or below 50 percent. These plans report liabilities of
$10 billion and assets of $4 billion. Still another 68 plans are sponsored by firms
in bankruptcy. These plans report liabilities of $28 billion and assets of $14 billion.

In Under Secretary Fisher’s testimony, he listed several of the areas under review
for a package of more comprehensive reforms of the pension system. The issue of
unfunded benefit increases by underfunded plans is prominent among those issues
with which we have significant concerns. Our immediate proposal to restrict benefit
increases by the most vulnerable plans and financially troubled companies does not
represent everything that must be addressed in this area, but is merely a first step
to “stop the bleeding” in cases that obviously undermine the financial integrity of
the pension system.

Other Issues

The President’s plan we've described today addresses only the most pressing
issues Congress must address in the very short term. As Under Secretary Fisher
noted, there are a host of other, extremely important, issues where we must work
together to address if we are to restore workers’ and retirees’ confidence in their
retirement plans and introduce a long-overdue measure of stability to the defined
benefit pension system.

Defined benefit plans are intended to provide a secure source of retirement income
that lasts a lifetime. Recent volatility in the stock market has reminded workers of
the value of such plans where corporate plan sponsors bear investment risk. As our
aging workforce begins to prepare for retirement and think about how to manage
its savings wisely, there is a renewed interest in guaranteed annuity payouts that
last a lifetime.

If we do nothing but paper over the problems facing defined benefit plans and the
companies and unions that sponsor them, we will ill-serve America’s workers threat-
ened by unfunded benefits and potentially broken promises.

The Bush Administration is continuing to work on further proposals to strengthen
the defined benefit system. Our goal is to get plans on a path toward better funding,
to reduce harmful volatility in contributions, to encourage companies to set funds
aside during good times so that when we enter another tough economic patch, suffi-
cient assets have been set aside to weather the storm. We must keep in mind that
this is a voluntary system. By strengthening the rules to restore certainty in fund-
ing and prevent abuses, we will make it more attractive for plan sponsors to retain
their defined benefit plans.

We are reviewing revised funding targets to protect workers from the threat of
losing promised benefits because their plan terminates without sufficient assets to
meet liabilities. We are reviewing revised funding rules that would better reflect the
risk that a plan will terminate without sufficient assets. We are also reviewing the
actuarial assumptions that underlie required funding contributions, including appro-
priate mortality tables, realistic retirement ages, and the frequency of lump sum
payouts. And we intend to address some of the glaring gaps in the law, for example
those that allow severely underfunded plans to continue to enjoy funding holidays
because they are carrying credit balances based on outdated asset values.

We need to keep improving the system’s transparency, achieving better and more-
timely disclosures to workers, retirees, and the financial markets. We also should
re-examine the PBGC’s premium structure to see whether it can better reflect the
risk posed by various plans to the pension system as a whole.

As we have reviewed both the method of discounting and the need for comprehen-
sive reforms, we have simultaneously recognized the need for some transition relief
to employers in our early stages of economic recovery, while improving funding
standards over the long term. But we cannot allow the acknowledged need to reduce
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some near-term pressures to delay comprehensive reforms for too long lest we put
more workers’ retirement security at risk.

Finally, we need to look at the challenges facing the multiemployer pension sys-
tem as well—which has the same needs for transparency, accuracy of measurement,
and adequate funding standards.

The reform package we unveiled last week was intended to respond to an imme-
diate need to replace the expiring discount rate used to value plan liabilities. The
limited nature of the package we are presenting at this time should in no way be
construed as a signal that these are the only issues that should be addressed. The
Administration is not only ready but eager to work with Congress to develop a
broad package of reforms that will strengthen the defined benefit system and pro-
tect the workers and retirees who rely on them for their retirement security.

Thank you and I will answer any questions the committees may have.

Chairman JOHNSON. Without objection so ordered, and your re-
marks will be entered. Mr. Fisher, the Administration’s proposal
calls for an elimination of smoothing techniques. Can you explain
why using unsmoothed interest rates instead of using a 4-year
weighted average of interest rate would be preferable and why
would this increase plan volatility?

Mr. FISHER. We all agree on the need to reduce the volatility
and uncertainty that corporate sponsors face in funding levels that
change from year to year. We believe that volatility is actually a
consequence of the interaction of the smoothing rule with the cur-
rent funding rules. The current funding rules oscillate between one
set of measures, as I said, and another set of measures when plans
fall below specified target levels. The smoothing rules which pro-
vide for a 4-year smoothing of interest rates actually induce cor-
porate sponsors to wait and see whether interest rates will change.

Instead of adjusting to changes in the measurement of their li-
ability as interest rates move, the 4-year smoothing masks the
underfunding that is developing in their plans, which lets them in
the hope that interest rates will come back they then wait and wait
and wait and then get caught in the bind of our current funding
rules. So, we actually believe that a 90-day smoothing will provide
sponsors with the right incentives to stay on top of their funding
requirements year by year and quarter by quarter without waiting
to see whether they can grow their way out of an underfunding
problem that begins to develop.

Chairman JOHNSON. What you are saying is a more accurate
assessment?

Mr. FISHER. That is right. It will give us a much more accurate
assessment.

Chairman JOHNSON. Ms. Combs, do you think participants in
a multi employer pension plan should be able to learn about fund-
ing status of their plans in a manner similar to the way partici-
pants in single employer plans do under your proposal?

Ms. COMBS. We do, Mr. Chairman. I think it is important for
all workers, regardless—it is important for all workers, regardless
of the form in which they receive benefits, to have accurate infor-
mation and to have transparency. We would be happy to work with
you to develop appropriate disclosures for multi employer pension
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plans. They are structured somewhat differently and we would be
happy to work with you to get appropriate disclosure.

Chairman JOHNSON. Shouldn’t we require that type of policy
for them as well as the other?

Ms. COMBS. As I said, I think transparency is always important
and we would be happy to work with you on that, yes.

Chairman JOHNSON. You don’t think it ought to be part of this
program?

Ms. COMBS. I think if targeted disclosure on the funding status
could be added to this program, because it is very analogous to
what we are proposing for single employers. Larger issues facing
the multi-employer plan, I think, deserve separate attention.

Chairman JOHNSON. Thank you. Mr. Fisher, would a yield
curve be used to determine a company’s variable rate premium
payment and what effects would that have on the PBGC?

Mr. FISHER. Applying the curve to the variable rate payment
was not part of our July 8th proposal. As my written testimony
summarized, we think all of the premium rules should be part of
the comprehensive form which we are prepared to work with both
these Committees on immediately. We just did not see it as part
of the immediate, immediate task of adjusting the rate. We think
review of the premium rules should be part of comprehensive re-
form, but it was not part of our proposal on July 8th.

Chairman JOHNSON. Do you intend to revise your program at
all?

Mr. FISHER. We had—we have not yet determined to revise our
proposal. We look forward to this hearing to hearing from the Com-
mittee on your views.

Chairman JOHNSON. Thank you, sir. I will reserve the rest of
my time and Chairman McCrery, you are recognized for whatever
comments you wish to make and/or questions you might have.

Chairman MCCRERY. Thank you Mr. Chairman. Along those
lines, Mr. Fisher, there are some who have suggested that until we
know the full package of reforms from the Treasury Department,
that we shouldn’t move forward with a permanent replacement of
the 30-year Treasury rate. Setting that aside for a moment, feel
free to comment on that, I hope we can all agree that the worst
thing we can do is not to act at all, in other words, to allow this
current increase in the rate to expire this year with no replacement
either on a temporary or a permanent basis; would you agree with
that?

Mr. FISHER. Yes, we certainly agree on the urgency of acting.
I assume from my testimony, you are aware we believe that the
predicate for comprehensive reform is accurate measurement. Accu-
rate measurement can’t wait until a later day. We have to begin
with accurate measurement in order to be able to do comprehensive
reform.

Chairman MCCRERY. While I agree with you, it is just possible
that Congress can’t agree on what the most accurate measurement
is right now forever and ever. If that is the case, I would hope that
the Administration would urge us to, at the very least enact a tem-
porary solution to the current interest rate problem or discount
rate problem.
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Mr. FISHER. That would not be hard for the Administration,
given that a temporary solution was our original proposal 2 months
ago before your Committee.

Chairman MCCRERY. Before I go further, I want to commend
the Administration for coming forward with a permanent solution.
I do hope that the Congress can agree and move forward with a
permanent solution. That is my first choice, but I wanted to make
sure we established here that the worst thing we can do is to do
nothing, either on a temporary or a permanent basis.

As you pointed out in your last appearance before my Sub-
committee, the Administration included three specific proposals,
and now you are saying that you are exploring additional reforms.
Could you give us an idea of the types, or at least the subject areas
of the reforms you are considering now?

Mr. FISHER. Certainly, sir. My written testimony spells out in
some length the laundry list, and let me highlight the ones that I
think are of particular interest. The schizophrenic nature of our
funding rules, as I have said in my oral remarks, have not served
us well. We have the rather soft assumptions of the actuaries pro-
viding generous inputs to the funding rules, which, if companies
fall below specified levels they move to a completely different meas-
urement system coming up with much harsher funding require-
ments. We would like to find something of a middle course.

Now, finding a new set of funding rules we think is possible, and
we have been working on this for many months. It requires a lot
of work and simulations of the impact on the company plans to find
a way to provide for a much smoother path that would get compa-
nies improving their funding and not the precipitous jump that is
a consequence of the DRC. We think that is probably front and cen-
ter.

Let me be clear, as I said in my written testimony, the Treasury
Department will begin next month the review of the mortality ta-
bles. We will invite public comment on that. We think that is an-
other part of improving accuracy. We would like if we can get to
greater accuracy, get to a fundamental rethinking of the funding
rules that will avoid the sharp changes in funding levels, but move
companies to better levels over time. Then as I said, we would like
to look at the deductibility of contributions to encourage companies
in good times as well as bad. In addition, the topics covered by As-
sistant Secretary Combs on benefit limitation and disclosure and
PBGC’s framework for premiums, we think all of that should be
addressed as part of comprehensive reform.

Chairman MCCRERY. Those are certainly matters of some im-
port and some concern to corporations in this country that have
pensions, but I gather that despite the import of those issues, you
do not think it is premature to move forward with a permanent re-
placement with a 30-year Treasury note as a discount rate absent
those—completing those kinds of studies and reforms?

Mr. FISHER. That is correct, because we think any reform would
include the use of the most accurate measure we could think of.

Chairman MCCRERY. Mr. Chairman, my time has expired. I
have some more questions, either for a second round or to submit
in writing at a later time. Thank you.
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Chairman JOHNSON. Thank you, Chairman McCrery. Mr. An-
drews, you are recognized.

Mr. ANDREWS. I would like to thank both witnesses for their
testimony. As usual, it was very thorough and comprehensive. We
appreciate it.

Mr. Fisher, I want to ask you, under what circumstances might
the yield curve flatten sooner than you think it is going to flatten
in this document that is in front of us here? Looks to me like it
starts to smooth—starts to flatten out rather at about year 14. Are
there circumstances where it would flatten out sooner than that?

[The chart follows:]
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Mr. FISHER. The chart you are looking at, it was prepared by
the Treasury Department staff some days ago. It reflects a snap-
shot of current interest rates as of, I believe, May. That is not a
forecast of rates in the future. You point to an important issue
which is the risk that a yield curve inverts and then would have
short rates higher than long rates.

Mr. ANDREWS. Under what circumstance might that happen?

Mr. FISHER. That would happen if the Federal Reserve was
tightening interest rates as typically when short-term rates would
move up to be as high or perhaps higher than long term rates.

If T could, over the last 20 years, the Treasury yield curve has
inverted a total of only 14 months out of 20 years. The corporate
yield curve, which we are recommending as the basis for the yield
curve for measuring liabilities, was inverted for only 1 month out
of the last 20 years, and at that, only a very fraction of a few basis
points. So, if you use a corporate curve, it is much less likely to in-
vert, and therefore the important issue you are driving at, which
has affected pensions while Treasury rates were being used.

Mr. ANDREWS. If I could do a little more driving, so there is
the possibility that there will be an inversion of the yield curve. To
a layperson, and I am one, that sounds to me like I could meet a
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situation where the contribution I would have to make to my de-
fined benefit plan would go up rather appreciably if I were an em-
ployer; is that correct?

Mr. FISHER. If the yield curve inverted and stayed inverted for
a long period of time that could happen.

Mr. ANDREWS. My understanding is that the Administration’s
proposal is that after 5 years, there really would be no more
smoothing. There would be a 90-day period, right? So, I don’t get
the benefit of the prior 3 years of averaging that in, right?

Mr. FISHER. That is correct.

Mr. ANDREWS. We can argue about the improbability. I don’t
claim to know how probable or improbable it is, but I sure do know
that it is possible. It seems to me you got two things going here
that would be inherently unstable. The first is that you are baking
into the cake and writing into the law the possibility of an inver-
sion in the yield curve. The second is that you are taking out of
the law the measures that might mitigate the cost of that inversion
by shrinking the smoothing period from 4 years to 90 days. Doesn’t
that strike you as kind of a double problem that might render a
lot of employers reluctant to continue funding defined benefit
plans?

Mr. FISHER. No, I don’t sir, because as I explained over the last
20 years there was only 1 month of an inversion of the corporate
y}ileld curve, in which case, 90-day smoothing would have removed
that.

Mr. ANDREWS. Does the yield curve move independently of the
bond rate curve?

Mr. FISHER. There are occasions where corporate spreads
change in relation to Treasury curves so the two curves can move
independently.

Mr. ANDREWS. Generally speaking, is the yield curve more or
less volatile than the bond rate curve?

Mr. FISHER. They are volatile in different ways at different
tinlrles.1 I would actually suggest the Treasury curve is perhaps more
volatile.

Mr. ANDREWS. I didn’t ask about the Treasury curve. I asked
about the yield curve versus the corporate bond curve. Which is
more volatile?

Mr. FISHER. The yield curve of Treasury, I believe, would be
more volatile than a corporate curve.

Mr. ANDREWS. Could you supplement the record with some
data on that? I don’t ask the question rhetorically. I ask it wanting
to know. My concern here is someone who is an amateur at this
subject is the introduction of some new uncertainties, new volatility
in an environment where we are working hard to try and retain
and expand defined benefit plans.

If T were an employer and I knew there were any significant
probability I would have to make a major increase into what I put
in the defined benefit plan, it would make me less likely to have
one. The purpose of this, I think, is to deal with the immediate
problem of this drain on corporate resources to fund present plans,
but also to deal with the more intermediate and long-term problem
with encouraging people to create and maintain these plans. I ap-
preciate your thoughts on this. Thanks, Mr. Chairman.
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Chairman JOHNSON. Thank you, Mr. Andrews. Ms. Tubbs
Jones, do you care to question?

Ms. TUBBS JONES. I do, but I would like to yield to my col-
league, Mr. Pomeroy.

Mr. POMEROY. dJust to follow up a bit on the inversion. It
strikes me that it is somewhat of a unique period of time where
we have historically low interest rates and extremely high budget
deficits creating, I think, significant prospects. We are going to
have a higher short-term than long-term rate as the system adjusts
going forward. I also think—I will tell you, Secretary Fisher, I find
it flat out surprising that you don’t think that the regimen you
have advanced will strike the employer community as significantly
higher, in fact onerous reserving requirements such that they
might be discouraged away from maintaining support for their de-
fined benefit plans. Have you had discussions with the employment
community leading you to your conclusion?

Mr. FISHER. Yes, we have had extensive discussions.

Mr. POMEROY. The discussions I have had they told me that
this is a significant departure from the kind of stable funding re-
quirement reflective of their near and long-term liabilities and
would lead them to change their view of the defined benefit plan
and whether they could continue it or not. You are telling us that
you don’t think that this is going to be a problem?

Mr. FISHER. I am sure you will hear from them that they think
it is a problem. I want to be clear, we believe that pensions should
be funded to their actual liabilities. We don’t think the defined ben-
efit system can survive if we only do it by putting our head in the
sand about the actual measure of liability.

Mr. POMEROQOY. The actual measure of liability will change sig-
nificantly based upon the long-term—we are talking about long-
term liabilities and therefore changes in the interest rates, earn-
ings on the pension funds will significantly change their funding
status at any given time. Are you suggesting that as changes occur
due to, for example, investment return falloff that we are experi-
encing in recent times, all that needs to be made up in the near
term by advanced funding by employers.

Mr. FISHER. No. We are not suggesting that. We think, though,
in reducing the volatility of contributions that employers face, we
need to focus on the mechanism that produces it. Those are the
funding rules combined with the 4-year smoothing which we think
discourages companies from taking action to fund their plans when
circumstances begin to change.

Mr. POMEROY. I believe to the contrary. That moving to a 90-
day smoothing, you add an additional element. In addition to the
yield curve volatility, you add yet another point of volatility that
is going to have me as a chief executive officer saying, I simply
don’t know what my outside liability exposure is here year to year.
I cannot satisfy shareholder demand for quarterly returns when I
don’t know what I am going to have to be taking off of the bottom
line for pension funding. We are going to have to move away from
defined benefit plans. There is just simply too much volatility and
uncertainty. I believe that is precisely what you are moving for-
ward.
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I would say in addition—I am taking Ms. Tubbs Jones’ time—I
am very surprised that in light of the strong feedback we gave you
to come back with a plan, the plan you come with, you come 1 week
in advance of this hearing shortly before we intend to take legisla-
tive action on this matter with something as—as new and signifi-
cantly different as this yield curve proposal.

This is an idea with some conceptual legitimacy, but an awful lot
of very practical questions about implementation, timing, what it
means in terms of expense—compliance, expense and complexity. I
simply think we are hard-pressed to come to grips with all of this
in 2 years, expecting employers to take a 2-year fix on corporate
bond index, moving to a totally unknown environment thereafter
has hardly displaced the confusion and the concern about whether
that relative to pension funding presently has, in fact, made it a
good deal worse.

Secretary Combs, I would say the third feature you got relative
to restricting all additional new liabilities of pension plans that fall
in that category, those covering 57 plans, about $34 billion in po-
tential liabilities, would that mean essentially you would statu-
torily impose a freeze, and there could be no new accrual of pension
benefits, including to the worker continuing their tenure at those
places of employment?

Ms. COMBS. That is correct. We would freeze those plans. No
new accruals, no benefit improvements.

Mr. POMEROQOY. This is absolutely wild to me. We are trying to
stop the freezing of pension plans and you are going to statutorily
impose them across the board.

Ms. COMBS. The company—if they are willing to put the cash
into pay for those additional accruals, if they are willing to provide
security, if they can put the cash on the barrel head to pay for the
benefit improvement, to pay for the lump sums, that is fine, but
they are not going to extend their credit and keep digging the hole
deeper. These are severely underfunded plans where people are
really at risk of having their plan terminated without sufficient as-
sets and facing much cutbacks in terms of their already accrued
benefits under the PBGC or their expectations of early retirement
subsidies that they may age into.

So, we are just saying stop the bleeding if you are in this bad
shape unless you have the cash or you can come up with the secu-
rity to fund it. Then if you can get out of that situation and get
better funded, or if your credit rating recovers, then your accruals
will kick back in.

Mr. POMEROY. The information I have from the marketplace is
that your worker protections are going to protect the workers’ right
of their pensions.

Chairman JOHNSON. The gentleman’s time has expired, Mr.
McKeon, do you wish to question?

Mr. MCKEON. I would like to thank you both for being here and
jumping into this non-controversial subject that we have before us.
Mr. Fisher, can you please explain how using a yield curve will af-
fect large companies with many defined benefit plans? Will this
dramatically increase the cost to employers?

Mr. FISHER. Sir, I believe that large plan sponsors, sophisti-
cated companies, will find that it takes a matter of minutes, per-
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haps hours, but not days to adjust to the yield curve approach.
Large plan sponsors have sophisticated financial operations. They
have actuaries who will understand this material better than ei-
ther you or I will. Today, every major pension plan has a schedule
of the payments they expect to make in future years. The actuaries
develop that for them. That is the complicated piece of the puzzle.
The current regime, the current statute says they are to take 120
percent of the 30-year Treasury rate to discount each of those an-
nual streams of payments. So, they plug in one rate for each of
those annual outflows.

What we are suggesting is that after we would publish a yield
curve such as today we publish the 30-year Treasury rate for them
to use, they would simply plug in the year appropriate rate for
their—to fill in and calculate their liability. Now for plans with
older workforces, this is a vital reform that we need to make sure
that the plans are adequately funded to be there for the workers’
retirement benefits. If we don’t take account of the time structure
of the benefits, then large companies with older workforces won’t
be funding to the prudent level.

Mr. MCKEON. Thank you very much. Secretary Combs, many
people have said that requiring plan sponsors to reflect liabilities
on their yearly financial statements is inconsistent with the long-
term nature of pension obligations. Is there a possibility that this
could unnecessarily create panic among stockholders participants
as well as volatility in the company’s stock price?

Ms. COMBS. Our proposal is to have all plans report on an an-
nual basis to their workers and public at large two numbers: What
is their liability on an ongoing basis and what would be their liabil-
ity if they terminated the plan and had to go out and purchase an-
nuities in the market tomorrow. I don’t think that should cause
panic. I think that would give people a more realistic picture of
what are the possibilities. If their company sponsoring the plan is
in weak financial condition, that should factor into their planning
for their own retirement, and perhaps into the kind of benefit in-
creases that they may be involved in negotiating if it is a bargained
plan.

I think that sunshine and information is a good thing. I don’t
think it will panic people. I think companies can explain this in a
very rational way, and I think markets are figuring this out. It is
getting filtered in through the financial markets, and I think work-
ers deserve the same information that analysts on Wall Street are
already calculating and figuring out. So, I don’t think it should
panic people. I think it can be done in a way where it is providing
more information, and you will have better informed workers and
retirees who will be able to make realistic planning for there own
retirement.

Mr. MCKEON. Thank you very much. I yield back, Mr. Chair-
man.

Chairman JOHNSON. Thank you. Mr. Ryan, do you care to
question? Mr. Brady, do you care to question? Mr. Foley, do you
care to question? We already asked him. Ms. Blackburn, do you
care to question? How about Mr. Portman? I bet he will. Mr.
Portman you are recognized for 5 minutes.
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Mr. PORTMAN. I thought you would never get here, Mr. Chair-
man. Thank you. I thank my colleagues. First of all, I am glad you
are here, Mr. Fisher and Ms. Combs, and I think it is a very impor-
tant discussion we are having. I am struck by some of the discus-
sion here about volatility.

Let me just start by saying, this is a very fragile economy. This
is a very difficult area in which to legislate. We are talking about
billions of dollars which will have a major impact on our economy,
major impact on jobs clearly, major impact on workers and their re-
tirement quality of life; and I think we need to tread very carefully.
One of the issues that comes up time and time again and has over
the last 7 or 8 years, as we have legislated more aggressively on
pensions—Mr. Andrews talked about it, Mr. Pomeroy talked about
it—is the issue of predictability and certainty and its impact on
people’s decisions as to whether to have defined benefit plans and,
indeed, whether to have pensions at all.

I just don’t get it. How you can say that having a 90-day aver-
aging will lead to less volatility, as compared with, say, a 1-year
averaging even under your yield curve or certainly under a 4-year
averaging scenario. I would hope that as we get into this process
further, we would look more carefully at that issue on volatility
and certainty and predictability, because I do think that that is a
legitimate concern we have heard raised again and again.

If T could, though, just ask you a few questions about the plan
and then ask you about some long-term reform, you keep coming
back to accurate measure, and, of course, many of us believe that
the long-term high-quality corporate bond index is an accurate
measure. In fact, as you know, over time it has been a very con-
servative measure, whether you look back 75 years or 50 years or
25 years; and that is why we are not shy about promoting that as
an alternative to the 30-year Treasury, which at one time was a
good measurement and now is not as good a measurement—rel-
atively low. Therefore, companies are having to put in more than
they should, and it is causing a problem.

If you are so concerned about accuracy, what about the actuarial
assumptions you are making? One thing we don’t get into in your
plan, for instance, is the mortality tables. I heard from your oral
testimony—I have not seen your written testimony yet—that you
would hope to address this issue in the near future. If we are going
to get at accuracy, we can’t just look at funding, obviously. We need
to look at not just age, but also blue collar, white collar, other mor-
tality issues.

The American Academy has come forward with some proposals.
What is your proposal on that, and wouldn’t that be something to
address along with, as Chairman McCrery suggested, some of these
contribution discount rate issues?

Mr. FISHER. On the mortality table issues, we plan next—in the
month of August to invite public comment on all aspects of the
mortality tables. We just don’t want to take one piece at a time,
the blue collar issue or someone else’s issue, so we will invite public
comment on every aspect of updating the mortality tables to try to
get to the issue of accuracy. We couldn’t agree more.

Mr. PORTMAN. So
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Mr. FISHER. We don’t have a proposal now. We want to hear
from everyone who has an interest as stakeholder in this process,
or an expert, to give us their best advice on what we should do.

Mr. PORTMAN. Well, so do we, and I am encouraged by that.
My question, I guess, is, don’t you see a link between what we are
talking about in terms of what the discount rate ought to be and
mortality tables if you are talking about coming up with the most
accurate measure?

Mr. FISHER. The two issues both go to accuracy. What we have
before us——

Mr. PORTMAN. You could have a younger workforce and that
force could be all white collar workers. You could have an older
workforce of blue collar and vice versa. Under the Administration’s
proposal do you have an interest rate to determine the variable
premium obligation, the PBGC’s for variable premium obligation?
Do you have an interest rate proposal for those?

Mr. FISHER. No. As I mentioned, that was not part of our July
8th proposal.

Mr. PORTMAN. Okay. So, that is not—is that something you
plan to come up with in the short term, longer term, mid-term?

Mr. FISHER. That would be part of the comprehensive reform
we would look at. I would like to be clear about the mortality ta-
bles. That is something that we can fix by regulatory change, does
not require congressional action, where the interest rate does.

Mr. PORTMAN. You could, and you could have over the last few
years, since the 2001 report. With regard to the cash balance plans,
what is your proposal for a cash balance, which obviously is some-
thing which is growing; more and more employers are turning to
cash balance? Does the yield curve also apply to cash balance
plans, and how does that work with the cash balance plans?

Mr. FISHER. The yield curve would apply to the liability meas-
urement for cash balance plans as it would for any defined benefit
plan. Now, the issues of moment with respect to cash balance plans
are not in the measure of the liability, but in the conversion and
in the other estimations. The Treasury Department is working—we
have two different efforts under way to clarify prior rules the
Treasury Department has issued to try to address those issues on
conversions. Our announcement of the yield curve doesn’t relate to
those issues.

Mr. PORTMAN. When would you expect to have that? Is that a
several-week, several-month——

Mr. FISHER. Well, we are hoping to have that promptly.

Mr. PORTMAN. You have listed a number of other issues in your
testimony and then some I have taken from your oral testimony
today. We talked about the premium obligations, we talked about
the DRCs. Do you expect to come up with a smoother path on
DRCs? Is that something—I know it is not in your proposal now.
Ibthink that is an important aspect of the volatility we talked
about.

Mr. FISHER. Absolutely.

Mr. PORTMAN. We talked about mortality; retirement assump-
tions, of course, would be part of that as well. What are your retire-
ment assumption plans? Do you expect to come back with some-
thing on that, short term, as well?
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Mr. FISHER. Yes. We want to work on comprehensive reform.
We look for your input and suggestions.

Mr. PORTMAN. The notion of not allowing companies to put
more aside during better times, which is—in 2001 we began a proc-
ess of helping somewhat on that front. I would like to be—person-
ally I think that is very important. We need to be more aggressive
on that front—certainly wish we had been back in the late nineties,
going into 2000.

You said earlier you wouldn’t do that until you did other things
with regard to funding. Why is that? Why wouldn’t we go ahead
and allow companies to set aside more now during good times?

Mr. FISHER. We would like to get to an accurate measure of
pension funding.

Mr. PORTMAN. All of us would.

Mr. FISHER. Yes. Then on the basis of that, we may look again
at what we think the appropriate percentage funding level is to
target.

Mr. PORTMAN. My only point is——

Chairman JOHNSON. The gentleman’s time has expired.

Mr. PORTMAN. I am sorry, Mr. Chairman. That is the final
question I have, and I look forward to submitting more in writing.
I thank Mr. Fisher and Ms. Combs for being here. I thank the
Chairman.

Chairman JOHNSON. Thank you. Ms. Tubbs Jones, do you care
to question?

Ms. TUBBS JONES. I do. I would like to pick up where he left
off. We only get 5 minutes, so please make your answers as short
as you possibly can. I want to pick up where Mr. Portman left,
about you are concerned about accurate funding. If a company is
in a position to fund its pension plan right now, why doesn’t it
make sense to allow them to do that, even if it is above the nec-
essary funding level?

Mr. FISHER. Well, they are allowed to do it. We are talking
about the question of tax deductibility. We would like to get an ac-
curate measure—and we all agree on what appropriate funding
is—and then let companies contribute to those more accurate meas-
ures in good times as well as bad and get the deductibility.

Ms. TUBBS JONES. Surely we would all like to get to accurate
measuring, but all those workers that are seated out there who are
worried about whether they are going to ever get any money, want
to get it while the company has some money. They don’t want to
be in a position, when the company doesn’t have any money, to say,
okay, I can’t get any. Especially under the proposal that is in Ms.
Combs’ testimony, it says that as we go through this transparency
piece that if the company is incapable of providing the funding dol-
lars to—can’t speak to those dollars, that then the person can’t get
but $5,000. They may have paid in $10,000, $15,000, or $20,000,
and they are sitting out there unable to get money.

So, it doesn’t make a lot of sense to me, either, that even though
we want to talk about accuracy, companies might not be able to put
money into a funding pool to be able to support their employees.
That wasn’t a question, but I will ask you one now.

I recognize the merits of using a composite of corporate bonds to
determine pension funding liability. I generally understand how
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the bond indexes are comprised. My concern comes from—as a re-
sult of my service on the Committee on Financial Services when we
did all these hearings about Enron, Global Crossing and all those
great companies that went kaput.

Are any of the companies, or the index that you are proposing
to use for corporate bonds to gauge pension plans, how are you
going to guarantee against that type of situation for all these work-
ers out here?

Mr. FISHER. Well, we would use as many indexes as we can find
of corporate bonds to create as diversified an index of a yield curve
as we can, to avoid the kind of disturbance that would come off
from one of the bankruptcy events. So, we share that concern.

There are indexes in the market today that attempt to do this.
We would construct our own through notice and comment, and we
would be very concerned and a great deal of effort would go into
making sure that the index was not disturbed by the event of a sin-
gle corporation.

Ms. TUBBS JONES. Let me turn to another area, Ms. Combs.
I believe it is your testimony, if I can get to it correctly before I
lose time—when we talk about transparency, what was the notion
about why pension plans were not transparent when they first
came into creation?

Ms. COMBS. Well, there is disclosure involved with pension
plans, but in terms of the disclosure about funding status

Ms. TUBBS JONES. That is the question.

Ms. COMBS. Right. I think the rules were—I think people—it
goes back to the earlier question Mr. McKeon had. I think people
do view their plans as an ongoing entity, and they don’t—they were
concerned that if they reported it on a termination basis, as well,
that would alarm people. As I said before, I don’t think that will
alarm people. I think people need more information, not less. I
think if you look:

Ms. TUBBS JONES. Okay. If you already said it, then we are
out of time on that subject matter. Let’s go on. Let me ask another
question.

Ms. COMBS. Okay.

Ms. TUBBS JONES. I have a colleague—I come from Cleveland,
Ohio, where since 2001 we have lost 57,000 jobs in the city of
Cleveland alone, many of them manufacturing jobs, many of them
companies who are in this dilemma about having sufficient dollars
to pay to their retirees.

Have you contemplated—while we are talking about accuracy
and other issues—providing some safeguard or some support for
employees who do do lump sum payments, and they are under 59
years of age, the possibility of giving them a tax credit or getting
away from charging them a tax penalty on taking now their pen-
sion fund, when they are in a hardship situation?

Ms. COMBS. That is—not as part of this proposal. I think——

Ms. TUBBS JONES. I know it is not part of the proposal, but
as we are talking about helping out the companies, I am talking
about helping out the workers. Is there something that we can do
on that issue?
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Ms. COMBS. Well, I think Mr. Portman and Mr. Cardin have
worked hard at improving pension portability and having people
roll their pension plans over. In terms of’

Ms. TUBBS JONES. I am not asking you what Mr. Portman and
Mr. Cardin are doing. I am asking you, has the Administration con-
templated anything you can do to assist workers in this area? You
can answer, Mr. Fisher, if you choose.

Mr. FISHER. Our focus is on trying to improve funding rates
over time. We think that is the best thing we can do for workers’
retirement security.

Ms. TUBBS JONES. Would you then consider thinking about
what you could do for workers, even though that might be your
focus? Last question, could I have a list of the names of all the
companies that you list, the 57 that are in trouble, the 32 that are
in trouble, the names of those companies, please?

Ms. COMBS. We will work to get you as much information as we
can. One of the problems is, it is based on information. We can’t
disclose companies’ specific information under the law. It is one of
the things we would like to change, but we will get you as much
information as we can.

Ms. TUBBS JONES. Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you. The lady’s time has expired.
Mr. Holt, do you care to question?

Mr. HOLT. I will save my questions for the next panel. Thank
you.

Chairman JOHNSON. Okay. Mr. Cardin, do you care to ques-
tion?

Mr. CARDIN. Thank you, Mr. Chairman. I will try to be very
brief.

Chairman JOHNSON. Let me just advise everybody we are going
to have a series of three votes, and so we will be gone at least 40
minutes. Are you capable of remaining should we have more ques-
tions, or do you all need to att